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Editorial Comment 


The editorial committee is glad to have the op- 
Canada’s portunity of publishing in this issue the full 
Air Force text of the address of Air Marshal Bishop de- 

livered at the annual dinner of the Institute of 
Chartered Accountants of Ontario last month. As Mr. 
Taylor, President of the Institute, stated in introducing the 
speaker, there is no greater authority in Canada than the 
. Air Marshal to give particulars of our Dominion’s air 
forces and the important place they have already assumed 
in the programme of national defence. 

The democracies are fighting the tyranny of Germany 
and her ruthlessness towards helpless neighbouring states. 
In describing the atrocities of that nation, Air Marshal 
Bishop did not mince words. We are fighting a Germany, 
he said, whose people have permitted the rise of two 
despotic rulers within a score of years and whose youth 
bow to Hitler as to some god. 

Canadians must not underestimate the force, the death- 
dealing weapons and the cruel intents of the enemy. The 
distractions of a Dominion election have tended to upset 
the calm reflections of Canadians during the past two 
months, but the turmoil of voting is fortunately over; this 
country with the other British dominions can now con- 
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tribute its full measure of assistance to Great Britain and 
to France not only towards stamping out the “organized 
hate” again being spread in Europe but also towards restor- 
ing peace and confidence to weaker nations. This is the ex- 
alted mission of Great Britain and of France. Canadians and 
the other members of the British Commonwealth of Na- 
tions regard it as their privilege to contribute all in their 
power to guard the foundations of democracy and to up- 
hold the principles of free peoples throughout the world. 


A conspicuous advance in the progress of 
Uniform the profession in this country was made 
Examinations during the past year when the provincial 

Institutes of Chartered Accountants joined 
in holding uniform examinations for candidates qualifying 
to become chartered accountants. We can think of two 
former moves which served to bring the members of the 
profession into closer harmony for their mutual advantage 
—the linking of the Institutes in The Dominion Asso- 
ciation of Chartered Accountants in 1910 and the estab- 
lishment of the Dominion secretariat in 1930. This latest 
move of uniform examinations, however—and coupled with 
it the growing recognition of the need of a standardized 
syllabus of education—is in our opinion the most significant 
of all, and the amazing thing is that it came into operation 
with the smoothness attending an already well-established 
institution and with the harmony which blesses the acts 
of “him that gives and him that takes.” 

The spirit of co-operation is an inherent quality of the 
people constituting the British Commonwealth of Nations, 
and that spirit is in evidence within our profession across 
Canada. Each provincial Institute has its own rights re- 
garding the education and examination of its students, and 
these rights it jealously guards. How, then, can uniform 
examinations be possible? 


The Dominion-wide examinations have been 
System Well placed in the hands of a board of examiners- 
Planned in-chief consisting of a chairman and three 

members to be appointed annually from three 
Institutes designated by the standing committee on educa- 
tion and examinations, this latter committee being com- 
prised of representatives appointed thereto by the nine 
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provincial Institutes. The board of examiners-in-chief is 
regarded by each Institute as its own board of examiners, 
and acting thus for all it likewise acts for each. The secre- 
tariat of the Dominion Association functions in the admin- 
istration of the system. 

Months before the date of the 1939 examinations, the 
ten examiners needed for preparing, and later marking, the 
ten papers in the intermediate and final examinations were 
appointed by the board from the list of examiners nomin- 
ated by the several Institutes for these responsible duties. 
The question papers prepared by these examiners were all 
carefully reviewed by the Board to insure a fair test and 
no duplication of questions, and these were printed and 
despatched to the Institutes in time for the examinations 
the first week of December. The candidates wrote under a 
number (a block of numbers having been assigned to each 
Institute) so that their identity would not be known either 
to the examiners or to the board. The candidates’ marks 
in his paper were reported to the board by each examiner 
by 16th January, and the board after carefully reviewing 
these reports communicated the results to the respective 
Institutes by the third week in January. Each Institute 
then published its results. 

A general review of its work for the past year was 
sent by the board a few weeks ago to the standing commit- 
tee on education and examinations. The representatives 
on this committee in turn will be communicating that re- 
' port to their respective Institutes. 

We are informed that the Institutes generally have ex- 
pressed satisfaction over the results of this establishment 
of uniform examinations, and we learn also that the fees 
from the candidates were sufficient to meet the expenses 
of conducting these examinations—all of which is very 
gratifying indeed. 


If one should ask any of the provincial 
Retroactive legislatures of Canada why retroactive 
Tax Legislation (or retrospective) tax legislation had been 

embodied in their statutes the probable 
answer would be that they were only following the prin- 
ciple adopted by the Dominion parliament in the Income 
War Tax Act. Like most people, legislators are imitators. 
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More than once we have referred in these columns to 
the inconvenience, the hardship and the injustice inherent 
in retroactive legislation. We take the opportunity, then, 
of publishing this month the memorandum “Retrospective 
Tax Legislation” which has just been prepared by the 
Canadian Manufacturers’ Association. 

Business men recognize the fact that governments in 
order to function must have revenues and that these must 
be raised mainly by taxation. When income taxes are levied, 
then, they do not demur nor do they object to annually 
increasing rates; they pay taxes as a duty to the state. 
They do, however, take exception to the inequity of re- 
troactive tax legislation and they ask that the retroactive 
feature be divorced for all time from Canadian statutes. 
The manufacturers of Canada object to it on three main 
grounds, and these objections are clearly set out in this 
article of the Association. 

It is high time that our legislators learned that in keep- 
ing with British justice and fair play all taxation laws 
should be made to commence in futuro. In consequence tax 
statutes should be so worded as to make them operative, 
for instance, no earlier than from the first day of the 
month following their enactment. An increase in an in- 
come tax rate operative as from 1st March 1940, then, 
would bear upon three-twelfths of the profits of the com- 
pany with a fiscal year ending 3lst May 1940. This is as it 
should be. If the usual retroactive provision should be 
embodied in the statute in question, the tax would be pay- 
able on the income for the twelve months ending 31st May 
1939 as well as for that of the twelve months ending 31st 
May 1940. What justice, the business man asks, is there 
in that? 


According to the January 1940 issue of 
Loose-Leaf The Chartered Accountant in Australia, 
Minute Books South Australia has evidently decided not 

to take any risks in regard to the inad- 
missibility of loose-leaf minute books as evidence in a court 
of law, and accordingly has just had placed on its statute 
books a provision respecting their form and their use. By 
so doing it has created history in company legislation in 
that country and, so far as we have information on the 
point, in the British Commonwealth of Nations as well. 
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The mention of the subject will recall to the mind of 
many of our members the judgment in the Hearts of Oak 
Assurance Company case in which an English judge refused 
to admit in evidence a loose-leaf minute book. The decision 
which was highly disturbing to the commercial community 
in Great Britain at the time was reported in the January 
1986 issue of THE CANADIAN CHARTERED ACCOUNTANT. The 
expert legal opinion in relation to the position of the audi- 
tors of a company, which, immediately following the judg- 
ment, was obtained by the Institute of Chartered Account- 
ants in England and Wales, was published in full in our 
issue of April of that year. 

The section of the Companies Act of South Australia 
providing for the keeping of a minute book is very similar 
to section 106 (1) of The Companies Act, 1934 (Canada) 
and reads as follows: 

(1) Every company shall cause minutes of all proceedings of 
general meetings and where there are directors or managers of 
all proceedings at meetings of its directors or managers to be 
forthwith entered in books kept for that purpose. 

At the last session of the legislature of South Australia 
the section was amended by the addition of the following: 

Any book kept pursuant to subsection (1) of this section 
may be either a bound book or a loose leaf book; but if a loose 
leaf book is used, the pages thereof shall be numbered consecu-: 
tively with numbers printed thereon; and the chairman of the 
meeting at which any minutes entered therein are signed as 
correct, and the secretary of the company or some person acting 
on his behalf, shall at that meeting sign their names and enter the 
date of such signature on each page on which any minutes are 
written. 

During the past three years a joint committee consisting 
of representatives from the provincial governments and the 
Dominion government has been engaged in a study of uni- 
form company legislation in Canada. Because of the war, 
however, its deliberations have been temporarily discon- 
tinued. In order to clear away all doubts about the status 
of loose-leaf books in our courts of law, should not a pro- 
vision such as that passed by South Australia be embodied 
in company legislation in Canada? The opinion of readers 
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As accounting developments in the United 
Uniformity States are always of interest to members of 
in Financial the profession in Canada, we call their at- 
Statements tention to Regulation S-X issued on 21st 

February by the Securities and Exchange 
Commission. According to its text, the regulation has to 
do with all financial statements and schedules required to 
be filed under the Securities Acts indicated therein. Its 
twelve articles contain rules of general application and 
prescribe the form and content of these financial statements 
for commercial and industrial and the various other types 
of companies referred to in the regulation. In general it 
constitutes a codification of existing instructions, but in- 
cludes some new requirements mainly for the purpose of 
obtaining more informative disclosure as to such accounting 
policies as depreciation, depletion and maintenance, and to 
such matters as advances to and from affiliated companies 
and directors. 

In the section of the regulation dealing with the cer- 
tification by accountants—a subject that has been discussed 
freely at the last two annual meetings of The Dominion 
Association of Chartered Accountants —it is noted that 
among other requirements the accountants’ certificate shall 
contain a reasonably comprehensive statement as to the 
scope of the audit made and shall state whether or not any 
significant changes in accounting principles or practices 
have been made at the beginning of or during any period 
covered by the profit and loss statements filed. Any mat- 
ters to which the accountants take exception shall also be 
clearly identified and the exception specifically and clearly 
stated. 

Many American corporations have subsidiary companies 
in Canada audited by members of the profession. These 
companies are incorporated under Canadian laws and the 
audit is governed by the provisions of our own statutes. 
The effect of the regulation, if any, on Canadian practice, 
then, is a matter for members to consider. A copy of the 
regulation has been sent by the Dominion Association to 
the reference library of each provincial Institute. 
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CANADA’S AIR EFFORT 
By Air Marshal W. A. Bishop, V.C., D.S.0., M.C., D.F.C. 


(An address given at the Annual Dinner of the Institute of Chart- 
ered Accountants of Ontario at the Royal York Hotel, Toronto, 1st 
March 1940.) 


Introduction by J. W. Taylor, F.C.A., President of the 
Institute: 

Honoured Guests and Gentlemen: The Institute of Chart- 
ered Accountants of Ontario is fortunate indeed in being 
honoured with the presence of Air Marshal Bishop as its 
guest speaker this evening, and we are deeply grateful to 
him for having given us this much of his time out of a 
schedule of duties which must be very onerous and very 
exacting. 

The Air Marshal will address us on “Canada’s Air 
Effort,” and I know of no one better qualified than he to 
talk on this particular subject, or for that matter on any 
subject which has to do with aviation. Some months ago 
Air Marshal Bishop was appointed Director of Recruiting 
for the Royal Canadian Air Force and, in view of the im- 
portant role which Canada has assumed in the Empire air- 
training plans, the significance of his appointment cannot 
be exaggerated. 

Whilst this may be the first time Air Marshal Bishop 
has become known to many of you in person, I am quite 
sure that his record in the air in the last war requires no 
introduction to any Canadian audience, nor for that matter 
to any audience anywhere in the British Empire. We are 
proud that the Air Marshal is a native son of Ontario and 
that he graduated from our own Royal Military College. 

Commissioned to the Second Divisional Cavalry the An 
Marsha] transferred to the Royal Flying Corps in 1915 and 
graduated as a pilot in 1917. A little over a year later, at 
the age of 24, he was a lieutenant-colonel in the Royal Fly- 
ing Corps and a General Staff Officer attached to the British 
Air Ministry. About that time he was given the respon- 
sibility of organizing the Royal Canadian Air Force as a 
separate entity. 

The reason for this rapid promotion will be made appar- 
ent when one considers the record which the Air Marshal 
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had been building up. He is officially credited with having 
destroyed 72 enemy aircraft, of which 25 were shot down 
in 12 days, and by way of a farewell party our seemingly 
harmless guest of honour bagged 5 enemy planes on the 
last day of his service at the front. 

Air Marshal Bishop has the distinctive honour of being 
the one soldier on whose breast have been pinned by His 
Majesty the King at one investiture these three decora- 
tions: The Victoria Cross, The Distinguished Service Order, 
and The Military Cross. 

The Air Marshal has also been honoured by our life- 
long ally by being created a Chevalier of the Legion of 
Honour and decorated three times with the French Croix de 
Guerre. 

There surely is a record which should be an example 
and an inspiration as Young Canada of today again takes 
to the air! 

Gentlemen, I give you Air Marshal Bishop! 


May I at the outset thank this Institute for the honour 
they are doing me tonight in having me as their guest 
speaker. I welcome it because it gives me an opportunity 
to pass on to you my personal views on the work that has 
been accomplished in the British Commonwealth Air Train- 
ing Plan. 

There are, I know, many questions in the minds of you 
all as to why this little particular thing is being done, or 
why this other little particular thing has not been done. 
I will try to answer as adequately as I can those questions 
that I feel must be in your minds, and I think that the 
best way of approaching this problem is to give you a gen- 
eral picture of what we are doing, how we are doing it 
and what we plan to accomplish. 


Empire Unity In Air Training 


Prior to the commencement of the war an agreement 
had been reached with Great Britain for a mutual air 
training scheme, and after some weeks had elapsed the 
gigantic British Commonwealth Air Training Plan developed 
as a result of these consultations. The difficulties of or- 
ganizing and evolving such a project I need not enumerate 
to you who are all trained businessmen. The time taken 
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to work out the basic organization of this scheme may 
appear to laymen to have been long but, considering its 
tremendous proportions, in truth a great deal has been ac- 
complished in so short a time. 

This was only possible due to the sincere desire of the 
Motherland, Australia, New Zealand and Canada to see each 
other’s point of view and to act immediately with only one 
objective in view—unity. 

This joint air training plan, apart from the physical 
results which will be obtained from it, has great potential 
merits. It is such a great demonstration of our Imperial 
unity, such a proof of our determination to pursue to- 
gether our common cause; such a proof of the wisdom of 
our system and our conception of democratic Empire; it is 
more than that, it is proof that we are a loyal family, ready 
always not only to defend ourselves but to defend each 
other; it is a proof that one common link of loyalty to the 
Crown, and loyalty to our ideals, binds us completely to- 
gether. Ideals are not worth having unless we are willing 
to fight for them. In the words of Benjamin Franklin: 
“They that can give up essential liberty to obtain a little 
temporary safety deserve neither liberty nor safety.” 

This scheme is an expression of this great unity. In the 
ordinary course of wartime organization, with the various 
dominions of the Empire fighting side by side, soldiers of 
one dominion would be trained by themselves as a unit 
representing that dominion; they would go to the front as 
such, and possibly they might remain comparatively 
isolated, as far as real organization is concerned, from those 
who are defending the same cause on either flank. Here, 
on the other hand, we have a scheme that will mean that 
we all intermingle, and it gives us an opportunity to know 
and appreciate each other and see each other’s point of 
view. The result will be an air force which will weld more 
firmly the glorious links of Empire. When those lads come 
to us from England and our sister Dominions, they will 
come to a land which they can call home. The hearts of the 
people of Canada will be as warm to them as their hearths 
will be, to welcome them all. 

Canada was chosen because of its perfect geographical 
position; chosen because since flying began the youth of 
our country have been airminded. The German Minister 
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of Education recently issued a letter stressing the need of 
greater study of aviation in schools, with the idea of making 
pupils airminded. This is certainly unnecessary for us be- 
cause in Canada, in my opinion, we have the most airminded 
youth in all of the world. Canada was chosen also because, 
although the rigours of our winter might appear to make 
flying here a difficult and dangerous problem, the quality of 
our airmen, not only in the Great War but strikingly so 
in the period that has since intervened, has mastered all 
these hazards, and now difficulties that exist in our land 
as a result of climatic conditions are to our airmen an asset 
rather than a liability. 


Eagerness To Serve 

The Air Force, as you all know, has been inundated 
with applications for every possible vacancy. Our duty 
has been to choose as wisely as we can those who are best 
fitted for each post. This is by no means an easy task, 
as you may well imagine, but by making haste slowly we 
hope to avoid making mistakes. I have had hundreds of 
letters from people who have every reason to believe that 
they should be in; people who are doing the greatest thing 
that any person can do, offering their lives and services 
to their King and their country. And these offers are, I can 
assure you, very deeply appreciated by those at the head 
of the Force. 

They are for the most part in two classes. First of all, 
there is the ex-airman and ex-soldier. They did their bit. 
They fought for their country. They lived through it and 
returned home, not with a diminished loyalty but an in- 
creased one. They in their thousands are trying to get in 
and serve today. I may go so far as to say that their 
patriotism is such they most definitely resent the fact that 
up to date it has not been possible to use them all. It is 
a thrilling thing to find these men, ex-soldiers, so many of 
them entirely unfit, who still believe in their hearts that 
their spirit of loyalty and patriotism can carry them above 
their physical disabilities; and in many cases I believe they 
are right. 

Then we have the second class: those young men who 
are the right age to serve their country in this new war; 
who are trained, possibly, to fit in somewhere but have 
not as yet been able to get in. Germany has been saying 
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that our young men are effete: the proof that this is utterly 
false is the way our youth is fighting to get into the Air 
Force in spite of its known dangers. To them—and there 
are thousands of them who long to enlist and are fit and 
qualified to so do—I would like to say that from my own 
experiences in my first war I know how irritating and 
annoying delay is. 

As an illustration, my own experience in that last war 
was this. I had just finished three years at the Royal 
Military College and was twenty years of age when war 
broke out. I was as physically fit as a man could be. In 
fact, I had just finished three weeks’ work to make some 
money on my holidays, shovelling gravel in a pit ten hours 
a day—at twenty cents an hour. At the outbreak of war 
I applied at once, used every pressure that I possibly could, 
joined up with a lot of other keen soldiers to go voluntarily 
into camp with the Mississauga Horse at the beginning of 
September, 1914. Sam Hughes quickly disbanded us when 
he heard about it, and although I tried every possible ap- 
proach—twenty years of age, three years of experience 
immediately behind me at Royal Military College, capable, 
as I still believe, of being a reasonably good officer in any 
branch of the Army—it was not until the end of December, 
that is, five months after war was declared, that I was able 
to get into the army at all. 

Also may I point out that at the commencement of the 
Great War manpower was an immediate necessity. This 
is not solely a war of manpower. So I say to those who 
are anxious to come into the Air Force, please have pa- 
tience and be patient with us. We will need you all. But 
the plan and policy of this whole scheme are so well balanced 
that we must bring in people gradually as the various facili- 
ties of accommodation, equipment, training and the neces- 
sities of a long range programme progress. So that the 
perfect balance of the training plan will be in no way upset, 
we are trying to ensure the steady flow of pilots, air ob- 
servers and air gunners that will be needed. 

It would be unfortunate to clog the machinery with a 
great many men who cannot at the moment be used, but 
who could be and will be used to greater advantage later 
on. I know that “war knows no fury like a non-combatant,” 
but I also know that the time will come when you will all 
be needed. 
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Now, as there appears to be some confusion in so many 
people’s minds about how we are enlisting men and what 
happens to them after enlistment, I feel this is a good op- 
portunity to explain it. I will divide them into two cate- 
gories. First of all there is the recruit who hopes to become 
an officer. Secondly there is the lad who will join up as a 
rigger, fitter, clerk, metal worker or one of the many other 
categories which are being taken into the service. 


Flying Instruction Course 

Now to take the first class. Enlistments are made 
through the local Royal Canadian Air Force recruiting 
centres, one of which exists in practically all cities and 
towns. They must have their junior matriculation and a 
good personal background. They join the Force as air- 
craftmen. This is a new system, put into being for the 
purpose of furthering perfect co-ordination between our- 
selves and the Royal Air Force. 

To take a specific case, such a young man joining here 
in Toronto would, after being accepted, be sent to the 
initial training school in the old Eglinton Hunt Club; and 
there receive a thorough grounding in discipline and ele- 
mentary instruction in ground subjects, as well as some 
knowledge of the history and traditions of the Air Force. 
On completion of this course, he is selected for training 
either as a pilot, air observer or air gunner. The course 
lasts four weeks. 

His next move, if selected to be a pilot, is then to an 
elementary flying training school. Here he has his first 
actual flying training, which includes instrument flying and 
elementary navigation as well as further instruction in 
ground subjects. He is here for a period of eight weeks, 
and in that time should get in fifty hours of flying. These 
schools will be chiefly flying clubs, conducted by civilians, 
as this proves to be the most efficient method for this 
elementary training. The flying clubs have most excellent 
instructors throughout. In these schools the pupils fly for 
the most part Fleets and Tiger Moths. If, after fifty hours 
of flying, the Royal Canadian Air Force Inspector considers 
that any pupil is not likely to make a good pilot, then 
naturally this instruction will be discontinued, and the pupil 
may be enlisted in another category. 

If, on the other hand, he is accepted as a good pilot 
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i prospect, the pupil’s next step is to a service flying train- 
ing school, which at the moment in this district is Camp 
Borden, where he will do a further fifty hours of flying 
at an intermediate squadron on service type single-engine 
and twin-engine machines such as Harvards and Ansons. 
During this period a great deal of time is spent in instru- 
ment flying, air navigation and night flying, and on success- 
ful completion of this course he is awarded his pilot’s 
wings. 

The next step is what we call advanced training in the 
advanced squadron of the same service flying training 
school, and the purpose of this training is to prepare pilots 
for employment in fighter, bomber and army co-operation 
squadrons. The syllabus now becomes much more com- 
plicated and of course much more interesting. It includes 
night flying, bombing, air gunnery, navigation, reconnais- 
sance and photography and the ground subjects appropriate 
to the type of unit for which the pilots are being trained. 
In this school it is planned to give the pilots an additional 
fifty hours flying, thus bringing their total flying time to 
approximately 150 hours. 

So after 150 hours of training the recruit is sent over- 
seas to join a group pool as a fighter or bomber pilot. 
The only exception is in regard to certain special cases 
that are chosen for army co-operation work who receive 
further training such as at the moment we are carrying 
on at Ottawa. 

150 hours of flying is a great deal. But when these 
pilots go abroad they will receive further training in a 
group pool prior to being posted to squadrons on active 
service. It is anticipated that it will be possible to give 
each pilot at least fifty hours more flying before being 
posted, thus bringing his total to about 200 hours before 
being called upon to take part in active service operations. 

In the last war the average flying time of a pilot who 
reported to a squadron in France was twenty-five hours, 
some in the earlier stages of the war having as little as 
ten to fifteen hours to their credit. I know in my own case 
I was night flying at the mouth of the Thames, with only 
fifteen hours flying, looking for Zeppelins which, thank God! 
never came my way. My senior officer, who was the only 
other person on this duty with me, was a real flying veteran 
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—he had at least forty hours solo to his credit. In fact 
my total flying time at the end of the war was only, roughly, 
400 hours, and my case was exactly the same as the other 
pilots. 

It is obvious, therefore, that these boys, with 200 hours’ 
flying experience before they go into battle, will be well 
and perfectly trained. No stone is being left unturned to 
see that our air force is superior to any enemy. 

I have been talking only about the pilot who proceeds 
overseas, but what so many people are inclined to forget 
is that this war is closer to home than the last war. Our 
front already lies at our coastlines. Many of our pilots 
are serving in war conditions on our two coasts today, 
particularly of course our Atlantic Coast. The convoys 
that you hear of constantly leaving successfully and ar- 
riving successfully are in danger from the second they 
leave port. The Royal Canadian Air Force, in co-operation 
with the Royal Navy and Royal Canadian Navy, is carrying 
out a magnificent job in escorting these ships far out to 
sea. If it were not for such protection on this side of the 
Atlantic, what a prey they could be for enemy raiders or 
undersea craft! This flying is of the most hazardous type. 
It requires great skill and precision. The weather condi- 
tions are the worst. Suffice it to say that these operations 
have been carried out without a hitch. Many of our pilots 
have gone to this work—home defence. But in this war 
home defence is apt at any moment to mean direct contact 
with the enemy. 

As regards the air observers’ training and the air gun- 
ners’ training: the air observer, after finishing his first 
course of four weeks at the initial training school, goes 
to an air observers’ school for a course of twelve weeks, 
where he is given full instruction in navigation, reconnais- 
sance and photography, including, roughly, thirty hours’ 
flying. And the same applies to the other categories. 


Training of Aircraftmen 
I have now described to you what happens to the young 
man who joins up, hoping to be selected for commissioned 
rank in the Force. The second category I mentioned is 
that of the man who, being proficient in a trade, and par- 
ticularly in wireless or mechanics, or with good clerical ex- 
perience, applies to enlist. In his case, he must have either 
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suitable educational qualifications or special technical train- 
ing. When he applies he is trade tested by a very capable 
staff who test him for rigger, fitter, signals, clerk, metal 
worker and so on. If successful in passing these tests 
he then goes to a recruit depot where he is outfitted in his 
uniform, given lectures, a certain amount of drill, and told 
what it is all about. 

After this, which is not a long time, if his mechanical 
qualifications justify it he is sent directly to a squadron 
or a technical training centre. If his tests or examinations 
call for further technical training, in this particular dis- 
trict just now, he would be sent to St. Thomas where we 
have some seven hundred aircraftmen who will, as soon 
as they qualify, be posted to the various stations. 

As an example of another type of man needed, at Guelph 
they have started a cooking school for chefs in the Royal 
Canadian Air Force. Sixteen chefs from Trenton, Camp 
Borden and St. Thomas are there at the moment being 
trained in food values and calories and how to plan meals; 
also dietetics and how to cook. And when they have fin- 
ished that course they will be full-fledged chefs who know 
their work. As soon as these sixteen are through sixteen 
more will go so that the boys in the Air Force will be 
properly and scientifically fed. 

You can see, gentlemen, from what I have just said, 
that at the moment we are very much employed in in- 
_ structing and training instructors and trainers who will in 
turn be responsible for the education of all pupils who will 
be enrolled in this air training project. This is very neces- 
sary because of the gigantic proportions of the scheme 
which, at its peak, will be turning out some 7,000 pilots 
and 12,000 air observers, air gunners and other trained 
personnel each year. And in addition to this there will be 
a home establishment entirely apart from the pupils them- 
selves, which will possibly exceed 33,000. 

This country can indeed be justly and deeply proud of 
the wonderful discipline and smartness that exists in our 
Air Force. So often it is argued that all the forces are 
under too strict discipline; that too much time is being 
spent on drilling and saluting and all the side issues that 
go with wearing the King’s uniform. I most emphatically 
disagree with this argument. In the Royal Canadian Air 
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Force, than which I say without fear of contradiction, 
there is no smarter force in the world, we have the strictest 
and the fairest discipline possible. Our men on parade are 
something of which you can all be proud; something that 
thrills every officer whenever he sees a parade of airmen. 
But what is so important is that the airmen themselves 
are proud of their fitness and of their desire to comply 
with all regulations and restrictions. 

In our particular case we must remember—and we are 
very proud of the fact—that our men, though presenting 
the smartest possible appearance on parade, do not have 
the time that one would imagine to perfect themselves in 
drill. They are continuously engaged, naturally, with their 
vocational trades. But we are fortunate that we have un- 
doubtedly the type of man in our ranks whose intelligence 
appreciates the opportunity of physical exercise, and also 
the value of (air) discipline, and is proud to play his part. 

This is the type of man from which leaders spring. 
From personal observation and my knowledge of these boys 
I am convinced that we will produce great leaders in this 
Force—great leaders whether they are leading a flight of 
fighting aircraft across the enemy lines, or whether their 
leadership will be used in an administrative capacity. The 
training, the quality of the personnel and the system will, I 
firmly believe, produce the type of man that we need. 


Traditions and Organization 


I feel that here I should mention part of the past 
history of the Royal Canadian Air Force, to explain to you 
why its foundations are built on such solid rock. There 
was a time some seven or eight years ago when this Force 
was practically annihilated from an economic point of view. 
The total flying hours in one year were down to something 
like twelve hundred hours. The total amount of money 
spent on the whole of the Air Force was, roughly, $1,750,000. 
There appeared to be no future for our Air Force. There 
was no interest in it from outside. And the lives of those 
officers and other ranks who stayed with it could not there- 
fore have been very happy. But there was a group of 
them, old timers, who stuck with their guns, with their pay 
cut, no prospects of help or encouragement, but who had 
a fervent and devout belief in the ultimate need of this 
force for our country’s defence. To those officers and men 
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I think the greatest credit should be given for the fact 
that they held the force together, that they maintained 
discipline and esprit de corps and the organization that 
was ready and capable of bringing into being this vast 
expansion. 

When this present war broke out Canada responded 
magnificently to the appeal of the Royal Canadian Air Force. 
Auxiliary squadrons were brought up to strength and their 
personnel establishment filled. New officers were brought 
in from civilian life and many old dugouts, such as myself, 
were called back. But those of us whose regular lives are 
not in the military field have all found a happy welcome, 
a keen and able organization anxious and determined to 
use to the fullest extent any and every quality that we 
may possess. 

Gentlemen, I am so proud and so happy, not only to 
serve my country once again in a time of nationa! danger, 
but to be again associated with this Force with whose origin 
I had the privilege of being so intimately concerned. To 
you, as a representative body, some of you with sons and 
relatives who are in it, and some of you who are anxious 
to get into it, I say without hesitation that it is the finest 
organization ever built up within such a short time. The 
keenness and the smartness of our men on parade and off 
parade prove, not only that we have the very finest men 
in our Force, but that there is the most remarkable spirit 
of discipline and spirit of self-sacrifice permeating the en- 
tire Force. In other words, the esprit de corps cannot 
be surpassed, and I desire you to realize what I know to 
be a fact, that it is indeed a privilege to serve with such 
a splendid Force. 

It was my privilege a few weeks ago to visit a squadron 
just prior to its departure as the first squadron ever to 
leave Canada. I spent an afternoon with them and my 
impressions can be summed up very simply. I have never 
seen a finer lot of officers and men, splendidly equipped as 
they were both in fitness and intelligence. My heart swelled 
with pride that the first Canadian Air Force squadron that 
we have ever sent overseas should be so representative of 
our finest type of manhood. These men have come not from 
any one section of Canada, but from the broad acres of 
all our separate provinces. I am referring to the 110th 


233 








THE CANADIAN CHARTERED ACCOUNTANT 


Squadron, known as the Toronto Squadron. It struck me 
forcibly that no idle spirit of adventure was their motivating 
force but that they felt very deeply the high honour and 
privilege of being members of the first unit ever to leave 
our Canadian shores to meet the foe in the air. Further- 
more their equipment and clothing were the very best. 
Their training has been extensive and complete, and they 
go into battle knowing that they are well trained and quali- 
fied to meet any antagonist on at least equal terms. 

I know of no honour or privilege so great as to fly an 
aeroplane with that magic circle of red, white and blue 
on its wings and sides. To me, in the old days, these things 
meant freedom and a glorious knight errantry; today they 
mean the same. 


The Real Foe 
One thing worries me deeply and it is this: How easy 
it is to linger in a false sense of security. In Canada, in 
the last war, I spent very little time. I wish that my 
duties this time would carry me nearer to the centre of 
hostilities—and possibly they may. However, I do know 
that one is apt when being so far away to minimize the 


serious and the gruesome aspects of war. Life here up 
until now travels almost in its ordinary course. People 
say: “This is a different war. It isn’t bitter like the last 
War.” Except perhaps at sea, and except to those families 
who have already lost dearly beloved ones who have given 
up their lives for King and country and our common cause 
of freedom, it hardly seems that the tragedy of war is here. 

But look back on the records of the last war. That 
war had been in progress nearly five months in Christmas 
1914, when the Allies and our enemies spent Christmas 
Day fraternizing in no man’s land. Possibly then those 
who were fighting on both sides did not realize what the 
crucial issues were; but not many months had elapsed 
when the bitterness of the struggle inevitably occasioned 
intensity of hatred which became more acute as the struggle 
went on. 

The progress of this struggle will be the same. We 
must not bury our heads in the sand. We are fighting 
Germany. Let us no longer believe that we are fighting 
only Hitler and not the German people. Thirteen million 
young people bow to Hitler as their god. If we are fighting 
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Hitler, we must also be fighting those who believe in him. 
People get the government they deserve. The people of 
Germany have apparently deserved two despots in the last 
three decades. 

Therefore, let us face the facts. Let us not hide behind 
any shallow shibboleth. Let us face the truth and gird 
our loins accordingly. We are fighting the same ruthless, 
cruel, lying enemy of freedom against whom so many of 
you fought before in defence of all that we hold dear in life. 
A limit can be reached where forbearance ceases to be a 
virtue. No halfway measures nor ideals of mercy to the 
foe will help us shorten this war. So many of us who have 
seen our friends and comrades killed beside us in the last 
war know what a dreadful thing it is. We are fighting 
the same enemy today who killed those relatives and 
friends; those gallant men that we ourselves saw die. The 
world, including our enemies, will I trust realize that all 
that we have, both material and spiritual, will be thrown 
into this conflict without hesitation. 

Germany lied and failed us so often that she only suc- 
ceeded in deceiving herself. As in 1914 she could not con- 
ceive that two things might happen, first, that England would 
fight her, and second, that the British Empire was a united 
Empire. She did not realize that when the Lion roars, 
the Cubs will answer the call. The cubs are there now in 
their battle kit, waiting to fight any foe to freedom, carry- 
ing on their shoulders the name of their Dominion, proud to 
play their part and give their lives, if necessary, to the 
sacred cause of Empire. We come from a proud race. 
We are the descendents of generations who have waged 
war through the centuries for our ideals of liberty, and 
let no one think that we have forgotten the lessons this 
record has taught us. Many months, perhaps many years, 
long and anxious times lie before us; but we face the future 
with a spirit of serious resolve. This Empire has weathered 
many terrible storms and by God’s grace it will weather 
this one too. 

One hears a lot about the possibility of Germany col- 
lapsing. I know nothing more about that naturally than 
you do. But I do know this, that it is a great and terrible 
mistake to ever underestimate your enemies; and I can 
speak from personal experience so far as the air is con- 
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cerned. In the last war the German airmen were superb. 
We kept the battle on their side of the lines, but no British 
pilot ever forgot that the German airmen were well trained 
and good fighters. We beat them then—as we will beat 
them again. I know Field Marshal Goering personally. He 
was a magnificent pilot in the last war. Under him is 
General Udet whom also I knew well in the times of peace. 
He is one of the greatest pilots in the world. They are good 
fighters, and one can be certain that the organization that 
they have set up is not to be underestimated. We have a 
great machine to fight; a great air force to defeat; but 
the quality of the men that we have today will be able to 
create traditions greater by far than those that were estab- 
lished in the last war. The defeat of the German air 
forces will be accomplished because our air force is a 
volunteer one as opposed to the robot-like principles of 
Prussian conscription. 

It will require our joint efforts and the total resources 
of this country to win the war. But as far as winning 
the war is concerned, of that there can be no doubt. To 
such a task we dedicate our lives, everything that we are, 


and everything that we have, with the pride of those who 
know that the day is come for Canada to spend her might 
for the principles that gave her happiness and the peace 
which she has treasured. 

To England we say, in the words of Viscount Craigavon, 
Prime Minister of Northern Ireland: “We are the King’s 
men and will be with you to the end.” 













CONSOLIDATED BALANCE SHEET 


ACCOUNTING CONVENTIONS APPLICABLE TO 
THE CONSOLIDATED BALANCE SHEET 


By John Douglas Campbell, Chartered Accountant, 
Kingston, Ontario 


S pinieatinonenes statements are prepared for the purpose of 

presenting a periodical review or report on progress 
by the management and deal with the status of the invest- 
ment in the business and the results achieved during the 
period under review. They reflect a combination of recorded 
facts, accounting conventions, and personal judgments, and 
the judgments and conventions applied affect them material- 
ly. The soundness of the judgments necessarily depends 
on the competence and integrity of those who make them 
and on their adherence to generally accepted principles and 
conventions.” Any balance sheet prepared from the books 
of an industrial or commercial corporation, being a conven- 
tional portrayal of its condition, is of use only to a reader 
who is familiar with the conventions. These are fairly well 
established and if it can be assumed that the recognized 
conventions have been employed consistently and with in- 
tegrity a balance sheet can be made to yield valuable in- 
formation concerning the financial condition of a business. 
A consolidated balance sheet of an industrial or commercial 
corporation which is organized as a parent company in- 
volves, it is assumed, the application of additional character- 
istic principles or conventions. The purpose of this study 
is to throw some light on the present condition of certain 
of these conventions in contemporary Canadian practice. 

To this end the consolidated balance sheets of certain 
Canadian companies (other than mining and financial com- 
panies) whose financial statements have been made public 
were examined. These numbered one hundred and twenty 
and can be assumed to constitute a fair sample of Canadian 
practice. 

A matter for preliminary investigation is the nature of 
a consolidated balance sheet. The majority of companies 
(115 out of the sample of 120 examined) use for the con- 
solidated balance sheet a caption which leaves the implica- 


1Ezamination of Financial Statements by Independent Public Ac- 
countants, American Institute of Accountants, 1936, p.1. 
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tion that the consolidated balance sheet is a combined 
balance sheet for two or more companies, e.g.: 

Consolidated Balance Sheet of Fraser Companies 

Limited, Fraser Paper Limited, Fraser Realties Limited, 

and Restigouche Company Limited 

Amalgamated Electric Corporation Limited and Sub- 

sidiary Companies, Consolidated Balance Sheet 

North Star Oil Limited and its subsidiary Petroleum 

Realty Corporation Limited, Consolidated Balance Sheet. 
Only a minority (five out of the sample of 120 examined) 
use a caption which states definitely that the balance sheet 
is essentially a form of the balance sheet of the parent 
company, e.g.: 

International Petroleum Company, Limited, Consolidated 

Balance Sheet 

Morrison Brass Corporation, Limited owning and operat- 

ing The James Morrison Brass Manufacturing Company, 

Limited, Consolidated Balance Sheet. 

It thus appears that either a difference of opinion exists 
as to the nature of the consolidated balance sheet or that 
the terms “combination” and “consolidation” are inter- 


changeable. This condition is further disclosed in the 
definitions of a consolidated statement presented by various 
writers. 

“A combined or consolidated statement purports to show 
the condition of affairs of two or more related business 
entities as a single enterprise ....; it is customary, how- 
ever, to restrict the term to statements representing the 


992 


joint picture of affiliated but legally distinct corporations. 

“The consolidated balance sheet which attempts to pre- 
sent a picture of the economic unit as a whole .. .’* 

“Combined financial statements portray the joint posi- 
tion of operating results of two or more businesses or other 
units as though but one existed. They are secondary 
rather than primary in character, and, as enlargements of 
the financial statements of a common controlling interest, 
they assist in explaining the relationships of that interest 
to the outside world.”* 

2Paton, W. A., Essentials of Accounting (1938), p. 761. 


3sHatfield, H. R., Accounting, (1930), p. 442. 
4Kohler, E. L., Accounting Review, March 1938. 
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“Consolidated balance sheets and income accounts repre- 
sent an effort to look through form to substance; in case 
of the balance sheet to see what assets and liabilities are 
represented by the company’s ownership of stock or other 
securities of subsidiary companies.’ 

Paton and Hatfield give the impression that the consoli- 
dated balance sheet is a combined statement of two or 
more companies. Kohler offers a definition of the consoli- 
dated balance sheet which substantiates the deduction that 
the terms “consolidation” and “combination” are inter- 
changeable in that like Paton he refers to the “joint posi- 
tion,” but later states that it is the “enlargements of the 
financial statements of a common controlling interest.” 
Staub adopts the view that the consolidated balance sheet 
is essentially a form of balance sheet of the parent com- 
pany. 

The probability exists in the case of all of the 115 
companies mentioned and in the quotations from Paton, 
Hatfield and Kohler, that the implication of combination is 
synonymous with the implication of consolidation. A diffi- 
culty does arise, particularly in the mind of the uninitiated 
student or layman, when the implication of combination 
signifies to them an arithmetical or algebraic summation of 
like items appearing on the respective balance sheets of the 
parent company and subsidiary or subsidiaries. In certain 
instances, dealt with later in this study, the above-men- 
tioned difficulty does appear to lead to the application 
of principles which would not have been applied if it had 
not been for the mistaken conception of the nature of the 
consolidated balance sheet which is essentially not an 
arithmetical summation but a form designed to throw fur- 
ther light on the nature of the investment or equity of the 
parent company in subsidiaries through the technique of 
substitution, on the balance sheet of the parent company, 
of the assets and liabilities of the subsidiary in place of 
the item of “investment in subsidiary.” 

The question exists as to whether an attempt should not 
be made to relieve this difficulty through the use of a more 
concise terminology both in the caption of the consolidated 
balance sheet and in discussions involving the consolidated 
balance sheet. 


5Staub, W. A., Consolidated Financial Statements (1929). 
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The first conventions to be examined in regard to the 
consolidated balance sheet are those concerned with the 
treatment of an excess or deficiency of purchase considera- 
tion. Whenever the purchase price of the shares in sub- 
sidiaries differs from the book worth of such shares, as 
shown by the records of the subsidiary at the date of 
acquisition, a discrepancy arises on consolidation and bal- 
ance has somehow to be restored to the consolidated state- 
ment. The existence of such a discrepancy is almost in- 
evitable since the price paid for the shares purports to 
represent their value at the time of purchase whereas book 
worth does not pretend to indicate value. The various 
methods employed by Canadian companies at the present 
day for adjustment (A) of an excess and (B) of a deficiency 
of purchase consideration are shown by Table I, but it 
should be noted particularly that on 82.5 per cent (99) of 
the 120 balance sheets examined, the item of excess or 
deficiency of purchase consideration either did not exist or 
was not disclosed. 

TABLE I 


Methods Employed in the Adjustment of Excess and Deficiency of 
Purchase Consideration 


A. Excess of purchase consideration 
(Number of consolidated balance sheets) 
1. Included under capital assets 
(a) As a separate subdivision 
(b) As a part of the extended total 
with explanatory information in- 
cluded as narrative 


2. Included as a separate item usually termed 
“goodwill” 


B. Deficiency of purchase consideration 
(Number of consolidated balance sheets) 
1. Included as a subdivision under capital .... 
2. Shown as a deduction from assets 


C. Neither excess nor deficiency of purchase consideration 


disclosed 
(Number of consolidated balance sheets) 


Less 
Number of consolidated balance sheets disclosing both 
excess and deficiency of purchase consideration 


Number of consolidated balance sheets examined 
(1928-1938) 
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A. Excess of Purchase Consideration—The detail of 
the treatment of an excess of purchase consideration is 
given in the following schedule of quotations from the pub- 
lished balance sheets of the 14 companies revealing such an 
excess: 


1. Included under capital assets 


(a) As a separate subdivision 

(i) Cost of Shares and Securities of and Advances to 
Companies owned or controlled by Subsidiary companies, in- 
cluding premium paid on shares of subsidiary and sub-subsid- 
iary companies acquired. (Brazilian Traction Light & Power 
Company, Limited). 

(ii) Excess of cost of securities of subsidiary companies 













over the book value thereof at date of acquisition .... (Can- 
adian Public Service Corporation, Limited). 
(iii) Premium paid on acquiring business of .... (Union 







Gas Company of Canada, Limited). 

(iv) Premiums paid on acquisition of subsidiary com- 
panies .... (United Fuel Investments Limited). 

(v) Premium paid on purchase of subsidiary companies’ 
capital stocks. (McColl Frontenac Oil Company, Limited). 


(b) As part of the extended total with explanatory 


information included as narrative 


(i) Including $.... representing excess paid for the capital 
stock of a subsidiary company over the stated value thereof 
on books of the subsidiary at the date of acquisition . . 
Among acquisitions from affiliates are certain properties ac- 














quired .... by ....and a company which is now a subsidiary 
from... .the purchase price was $.... in excess of the cost 
of such properties to.... (Gatineau Power Company). 

(ii) Including $.... by which the book investments in 






stocks owned exceed the net assets applicable to such stocks 
as shown by the books of subsidiaries at dates of acquisition. 
(Canadian International Paper Company). 


2. Included as a separate item usually termed “goodwill” 


(i) Goodwill including net premium on acquisition of 
shares in subsidiary companies. (Evans Coleman and Gilley 
Brothers, Limited). 

(ii) Goodwill stated at the excess of the declared value of 

... issued in March 1938 in exchange for the entire issued 
capital of .... over the net tangible assets of those companies 
as shown by their books at the date of the exchange. (Dis- 
tillers Corporation-Seagrams Limited). 

(iii) Goodwill represented by the amount paid for shares of 
subsidiary companies in excess of the book value of the net 
tangible assets applicable thereto less amount written off. 
(Dominion Tar and Chemical Company, Limited). 

(iv) Goodwill (being excess of purchase price of subsidiary 
companies over total book value of capital stocks and surpluses 
thereof at dates of acquisition). (Eastern Dairies, Limited). 
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(v) Goodwill ... . etc. including the excess of cost of 
certain assets over the net book value thereof at the date of 
acquisition. (United Distillers of Canada, Limited). 

(vi) Surplus value in investment in subsidiary over book 
value. (United Steel Corporation, Limited). 

(vii) Excess Cost: 

Consideration for shares and properties of subsidiaries in ex- 
cess of their book values, adjusted for purposes of consolidation 
(net). (George Weston, Limited). 


In comment upon the foregoing methods the opinion of 
Montgomery may be noted: “When a parent company ac- 
quires the stock of a subsidiary at a cost in excess of the 
capital stock and surplus as they appear on the subsidiary’s 
books, it is proper for the parent company to designate the 
excess as goodwill in a consolidated balance sheet, provided 
that the assets of the subsidiary other than goodwill are 
correctly valued [presumably correctly valued in accordance 
with accounting conventions] on the books of the sub- 
sidiary.”* Montgomery modifies his statement to cover the 
appreciation in valuation of subsidiary company’s assets 
which has taken place prior to the date of acquisition and 
which presumably will not be recorded under the correct 
valuation referred to above. “In the event that tangible 
fixed assets have appreciated greatly since their acquisition 
by the subsidiary or are understated on its books, all or part 
of the excess cost may be attributed to the fixed property.’ 

When the excess of purchase consideration is incorporat- 
ed in the consolidated statement such excess should be prop- 
erly allocated as part of the cost of the various assets 
acquired within the limits of the information available as 
to the nature of the item. As such consolidation adjust- 
ments should, depending on the treatment accorded the 
item, affect subsequent provision for depreciation by the 
consolidation, the allocation of the excess as between de- 
preciable and non-depreciable assets will be of significance. 
Although in certain cases one cannot arbitrarily say that 
such excess purchase consideration was paid for the pur- 
chase of depreciable assets, from a conservative standpoint 
the item should be treated in this manner in all cases where 
it cannot be ascertained with a reasonable degree of cer- 
tainty that it refers to non-depreciable assets as goodwill, 
etc. 





éMontgomery, R. H., Auditing Theory and Practice, (5th Edition), 
p. 608. 
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B. Deficiency of Purchase Consideration—A deficiency 
of purchase consideration arises when the parent company 
acquires the shares of a subsidiary at a cost below the book 
value of such shares as recorded on the books of the sub- 
sidiary at the date of acquisition. 

The detail of the treatment of a deficiency of purchase 
consideration is given in the following schedule of quotations 
from the published balance sheets of the nine companies 
revealing such a deficiency: 

1. Included as a subdivision under capital. 

(i) Capital surplus arising from acquisition of business and 
undertaking of Bredin’s Bread Limited as at 3lst December... 
(Barker’s Bread, Limited) 

(ii) Capital Surplus on purchase of City Club Breweries 
Limited shares, being excess of appraisal values over price paid. 
(Canada Bud Breweries Limited) 


(iii) Capital surplus including $........ arising from con- 
solidation. (Brompton Pulp and Paper Company, Limited) 


(iv) Capital surplus (supported by schedule) 


Acquisition of shares of .... at less than stated value. 
Acquisition by .... of shares of its subsidiaries at less than book 
values. 

Excess of appraisal over cost of assets acquired by .... (Can- 


adian Public Service Corporation Limited) 

(v) Capital surplus—being excess of net assets of wholly owned 
subsidiary company over book value of investment therein. (Cock- 
shutt Plow Company, Limited). 


Hatfield in referring to the treatment of a deficiency of 
purchase consideration as a capital surplus states: “The 
second method [premium on stock of holding company] 
implies that the stock of the holding company has been 
issued at a premium. While this is, of course, a possible 
arrangement it would in almost every case be far removed 
from the actual facts.’”’ As all of the above mentioned 
companies have no par value share capital the possibility of 
the existence of a premium is removed. 

“If there is ground for belief that the subsidiary’s assets 
are reasonably valued on its books there is some authority 
in practice for crediting the capital surplus in the consoli- 
dated balance sheet with the excess of book value over cost 
except when there is goodwill or other intangible assets 
carried at an amount sufficient to absorb the excess.’* The 





7THatfield, op. cit., p. 450. 
S8Montgomery, R. H., op. cit., p. 610. 


Aprit, 1940. 243 





THE CANADIAN CHARTERED ACCOUNTANT 


above statement made by Montgomery is slightly misleading 
in that he implies that the item of goodwill or intangible 
assets are not “reasonably valued” in cases where a defici- 
ency in purchase consideration exists. As he does not 
enlarge upon this, one is left in doubt as to the significance 
of the “some authority” to which he refers. 


2. Shown as a deduction from assets 
(Fixed Assets) 


(i) Less excess of adjusted net assets of subsidiaries at 
their respective dates of acquisition over net amount at which 
investments therein are carried on the books of .... (Dominion 
Gas and Electric Company) 

(ii) Less net adjustments arising as a result of consolida- 
tion. (Canada Northern Power Corporation, Limited) 

(iii) Less adjustments arising as a result of consolidation. 
(International Power Company Limited). 


(Goodwill) 


(iv) Goodwill including net premium on acquisition of 
shares in subsidiary companies. (Evans Coleman and Gilley 
Brothers, Limited). 


In referring to the valuation of capital assets on the 
consolidated balance sheet Montgomery states that they 


should be shown at cost or at the amounts which have been 
paid for them through the purchase of capital stock of the 
companies which own them. 

“In case the fixed assets of an acquired subsidiary are 
overvalued and the subsidiary’s capital at date of acquisition 
exceeds the purchase price of its stock, such excess is 
properly applied to reduce fixed assets when consolidating 
the accounts.’” 

“The method [to introduce into the balance sheet a 
valuation account entitled possibly reserve representing 
overvaluation of assets of subsidiaries] is probably more 
nearly correct. If the acquired stock of the company is not 
worth its book value presumably the net assets are not 
worth the sum of the individual values attached to them 
in the books of the vendor. It may not be known which 
one of these assets is overvalued, but the fact of a general 
overvaluation can be adequately represented by crediting 
the difference to Allowance representing Overvaluation of 
Assets of Subsidiaries which in the balance sheet should 


*9Montgomery, R. H., op. cit., p. 609. 
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properly be treated similarly to an allowance for deprecia- 
tion and subtracted from the sum of the shown assets.”” 

In summing up the discussion as to the treatment of a 
deficiency of purchase consideration: “Reduction of the as- 
set valuation rather than setting up capital surplus seems 
the preferable treatment since the best evidence of value 
is the price paid at the time for the subsidiary shares.’ 
The balance sheet which is presented when this treatment 
is followed is more informative than it otherwise would 
have been had this suggested treatment not been followed. 

The study clearly shows that since only four cases out 
of the nine examined followed the policy of deducting the 
deficiency in purchase consideration from the fixed assets, 
no convention has as yet been developed in Canadian 
practice as to the treatment of this item. 

C. Neither Excess nor Deficiency of Purchase Consid- 
eration Disclosed—As shown by Table I the majority (99 
out of 120) of the concerns did not disclose on their pub- 
lished consolidated balance sheets the treatment accorded 
the item of excess or deficiency of purchase consideration. 
This was due either to the fact that such an item did not 
exist or to the fact that the item was included on the 
consolidated balance sheet under a caption which did not 
reveal its nature. 

An excess or deficiency of purchase consideration would 
not exist (1) where no par value shares were issued by the 
parent company as purchase consideration and a price was 
placed upon such shares equal to the book worth of the 
shares acquired or, (2) where the price paid for the shares 
in subsidiaries reflected the exact book value of the shares 
of subsidiaries at the date of acquisition. (This is usually 
accomplished by an adjustment of the book value of shares 
of subsidiary as on the date of the purchase by the parent 
company.) 

Non-disclosure of an excess or deficiency of purchase 
consideration would include those cases in which charges 
or credits are made eliminating the discrepancy by adjust- 
ment of one year’s published consolidated surplus or deficit 
accounts, and which would not receive any further mention 
in subsequent statements. In the process of this study 





10Hatfield, H. R., op. cit., p. 450. 
11Montgomery, R. H., op. cit., p. 610. 
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and the test examination of series of statements ranging 
over the years from 1928 to 1938, the following cases were 
noted which were of this nature: 


Consolidated Deficit 

(i) Less: Capital Surplus being excess of .... share in net 
worth of subsidiary companies over cost of investments therein. 
(Quebec Telephone and Power Corporation) 

(ii) Deduct excess book value of investments in... . over 
amounts set up in books, (Hamilton Bridge Company Limited) 


Consolidated Surplus 

(iii) Adjustment arising from the acquisition of additional 
shares of a subsidiary company consolidated herein. (Howard 
Smith Paper Mills Limited) 

(iv) Excess of book value of shares of subsidiary acquired 
during the year over cost of purchase. 

Excess of cost of shares of subsidiary acquired during the 
year over book value of same. (Canadian Breweries Limited) 

(v) Surplus arising from adjustment of the book value of in- 
vestment in subsidiary company to net worth basis. (Robert 


Mitchell Company Limited) 
(vi) Adjustment made necessary by the merging of the dif- 
ferent companies .... (Amalgamated Electric Corporation, 


Limited) 

(vii) Amount transferred to write off balance of excess cost 
(consideration for shares and properties of subsidiaries in excess 
of their book values adjusted for purposes of consolidation). 
(George Weston Limited). 

Non-disclosure would also arise where the excess or 
deficiency of purchase consideration was included under 
some general heading as “goodwill” with no explanatory 
note as to the origin of the item. This procedure was 
confirmed by correspondence in the case of several of the 
companies. 

“When the excess of cost is incorporated in the con- 
solidated statement in a materially large amount it is 
advisable to disclose its existence and amount inasmuch as 
the reader might consider the spread between the original 
cost to subsidiaries and the basis of acquisition to the 
holding company as significant information.”* 

“In the consolidated balance sheet the reconciling figure 
should be clearly reported in the light of conditions obtain- 
ing.’’** 

“State precisely on the consolidated balance sheet what 
the item is that makes up the variation.’ 





12Montgomery, R. H., op. cit., p. 609. 
13Paton, W. A., op. cit., p. 762. 
14Newlove, Smith and White, Intermediate Accounting, (D. C. 


Heath and Company, 1939), p. 557. 
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In the case of three companies a reference was made to 
the item of surplus of subsidiaries at the date of acquisition 
as follows: 


(i) Capital surplus—Surpluses of subsidiary companies as at 
May 19—the date of acquisition of their capital stocks by the 
corporation. (British Columbia Power Corporation Limited) 


(ii) Capital surplus—Surpluses of subsidiary companies at 
dates of acquisition. (Dominion Rubber Company Limited) 


(iii) Capital surplus including operating surplus of Canadian 
Dredging Co. Ltd. at date of acquisition 31 January .... (Can- 
adian Dredge and Dock Company, Limited). 

As no rational interpretation could be placed upon this 
terminology from the standpoint of the consolidated balance 
sheet, the three cases were included in the total of the 
companies disclosing neither excess nor deficiency of pur- 
chase consideration. 

In conclusion although the study made clearly indicates 
that as yet no accounting conventions as to the treatment 
of excess or deficiency of purchase consideration have been 
developed in Canadian practice in the preparation of the 
consolidated balance sheet, it does indicate that the seeds of 
such conventions have germinated. 






















THE OPERATION OF FOREIGN EXCHANGE CONTROL 
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— to Canada’s declaration of war on 10th September 
1939 the economy of one country after another had been 
placed under some measure of state control. Great Britain 
had introduced control over foreign exchange and this was 
extended to those dominions and colonies whose currencies 
are tied to sterling; exchange control was established in 
France and in practically all the important countries of 
the world with the exception of the United States. 

The questions which had to be considered by those in 
authority in Canada in the light of these conditions were 















*This article was written on 2nd March 1940 and does not take 
into account any changes or additions which may have been made 
to the regulations of the Foreign Exchange Control Board since that 
date. 
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difficult. Would foreign investors and our own nationals 
become nervous and, if left to themselves, transfer their 
capital from Canada to neutral countries? (The foreign 
investment in Canada is approximately seven billion dollars, 
of which approximately four billions is held in the United 
States.) Would a substantial withdrawal of capital from 
Canada—and the withdrawal was appreciable in the first 
week of the war— deplete our supply of foreign exchange 
to a point where we might have difficulty in paying for 
vital importations of war materials while at the same time 
servicing our foreign obligations and meeting them at ma- 
turity? Furthermore, would the liquidation of securities 
concomitant with a flight of capital from Canada result in a 
disruption of our domestic security markets and increase 
the difficulties of war financing? On the other hand, would 
control over foreign exchange seriously damage our credit 
in the eyes of foreign investors and particularly with Ameri- 
cans who for years have invested and done business in 
Canada with the utmost freedom? Or would the foreign 
investors suffer less in the long run with foreign exchange 
control than without it? Were the arguments for or 
against control of greater importance? 

The Government’s answer to these questions was an 
Order-in-Council passed on 15th September 1939 establish- 
ing a Foreign Exchange Control Board with wide powers. 
In this article I shall attempt to describe the way in which 
the control functions and the way in which the policies of 
the Board are administered. I shall not discuss the balance 
of payments between Canada, Great Britain and other 
countries, the repatriation of our securities or other matters 
involving questions of broad policy. 


General Plan of Control 

The general plan for introducing and administering ex- 
change control had to be worked out in the strictest secrecy 
and in considerable detail, even to the printing of the 
necessary forms, and great credit is due to those responsible 
for the way in which this was accomplished. If the greatest 
care had not been taken a very substantial amount of 
capital might have fled the country in the initial confusion. 
As it was the Control Board, through its Authorized Dealers 
(the Canadian chartered banks) and the Collectors of Cus- 
toms at the various ports, assumed control overnight over 
foreign trade and all foreign exchange transactions. 
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The principles of this control are relatively simple. Resi- 
dents of Canada are required to sell to the Board any 
foreign exchange which they may acquire after 15th Sep- 
tember 1939. If they need foreign exchange for any purpose 
they must apply to the Board for it. Licences must be ob- 
tained covering all exports from or imports into Canada. 
Exports must be sold to produce foreign exchange which 
when sold to the Board is checked against the export 
licences. Foreign exchange sold by the Board to pay for 
imports is checked against the import licences. There are 
restrictions also upon the transfer of Canadian dollars from 
residents to non-residents; application must be made to the 
Board and approved before such transfers can take place. 
While in practice the Board approves applications covering 
payments to non-residents in Canadian dollars for goods 
or services, this restriction gives the Board a medium 
through which the selling of foreign owned securities on the 
domestic market may be controlled. 

This general plan for controlling foreign exchange trans- 
actions sounds relatively simple but when our “three 
thousand miles of undefended frontier” is remembered, it 
will be appreciated that its application involves many prac- 
tical difficulties. Canadians and Americans have always 
done business together freely and with relatively little inter- 
ference. This business is of tremendous importance to 
Canada and, as previously intimated, Americans have in- 
vested nearly four billion dollars in this country, a large 
part of which is invested in subsidiary companies or branch 
plants. It is essential for our future welfare that the re- 
strictions and inconveniences to those engaged in this north 
and south trade resulting from exchange control be kept to 
a minimum and that simplifications of the general plan be 
worked out to meet special circumstances wherever possible. 


The general plan of control calls for the matching of 
individual export licences against specific sales of foreign 
exchange to the Board and the matching of individual import 
licences against specific applications for foreign exchange 
but the Board realized that some modification in this pro- 
cedure would be desirable for companies with a great num- 
ber of export-import entries. Temporary arrangements 
were made with a number of the very large companies dur- 
ing the first week of the Beard’s existence and the Board 
immediately proceeded to evolve plans under which com- 
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panies could match their exports and imports against their 
foreign exchange transactions in total instead of individual- 
ly. The Board retains the same control as in the case of 
individual matching through the medium of monthly reports 
submitted by the companies availing themselves of the priv- 
ileges referred to. “Commercial” companies may obtain 
permits to operate foreign currency bank accounts in which 
the proceeds from their exports may be deposited and from 
which their imports or expenses in other countries may be 
paid. The transactions in these foreign currency bank ac- 
counts are summarized and reported to the Board at the end 
of each month. Any commercial company whether large 
or small can obtain a permit to operate a foreign currency 
bank account provided it undertakes to submit the monthly 
reports required by the Board. 


In the words of the regulation, commercial companies 
are authorized to use such bank accounts “in order to facili- 
tate the carrying on of ordinary commercial transactions.” 
The same privilege is not extended to financial companies 
or individuals and for this reason, in order to avoid dis- 
crimination, commercial companies are not entitled to de- 
posit in such accounts the income from or the proceeds from 
the sale of foreign securities. Such receipts must be sold to 
the Board. Furthermore, payments of interest and divi- 
dends or of other “financial,” as opposed to “commercial,” 
items may not be made from authorized foreign currency 
bank accounts. Foreign exchange for such purposes must 
be obtained from the Board. 

Similar permits may be obtained to record export-import 
and other “commercial” transactions through authorized 
inter-company accounts, usually with United States parent 
concerns. All entries through such accounts are summarized 
and reported to the Board monthly. 

Another plan was worked out to reduce the number of 
licence forms covering individual export or import entries. 
Companies having a large number of export or import 
entries may apply for a special export-import licence. Col- 
lectors of Customs are notified of the names of all companies 
to whom these special licences have been granted and are 
instructed to permit them to export or import goods freely 
without the presentation of individual permits. The entries 
are recorded on the regular customs forms, copies of which 
are sent to the Board by the Collectors of Customs; the 
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special individual Foreign Exchange Control forms are dis- 
pensed with. Companies holding special export-import 
licences are required to summarize their exports and imports 
at the end of each month and report them to the Board. 

These three procedures—authorized foreign currency 
bank accounts, authorized inter-company accounts and spe- 
cial export-import licences—have reduced very substantially 
the number of individual forms which must be made out and 
filed with the Board and consequently are of great benefit 
to any company with a large export or import business. 

It is the policy of the Board to consult with those who 
will be affected by its rulings whenever possible before they 
are issued. In accordance with this policy the three pro- 
cedures which have been described and the form of monthly 
report to be filed with the Board were discussed in detail 
with the officials of a number of companies chosen as being 
representative of every class of industry. These officials 
carefully reviewed the plans and the proposed form of report 
and submitted many criticisms and constructive suggestions 
which were incorporated in the final regulations. 

It is not possible within the scope of this article to de- 
scribe all the special arrangements which have been worked 
out with individual groups and industries. In addition to 
the three procedures referred to, special rules and regula- 
tions have been issued respecting the operations of trust 
companies, with a view to permitting their everyday busi- 
ness to be carried on with as little interference as possible. 
Similar rules and regulations have been issued for the guid- 
ance of the insurance companies, and numerous special pro- 
cedures have been evolved for special commercial groups or 
industries including: Non-residents who conduct their busi- 
ness in Canada on a consignment basis; residents who con- 
duct their export business on a consignment basis; non- 
residents who sell their goods in Canada for Canadian 
dollars but who are entitled to convert these into foreign 
exchange; Canadian companies whose business operations 
are carried on entirely outside of Canada and which qualify 
under section 4(k) of the Income War Tax Act; non-resident 
owned investment corporations; and many others. Special 
arrangements to facilitate the export of fresh fish from 
Maritime ports and the export of Christmas trees to the 
United States were among those worked out soon after the 
creation of the Exchange Control Board. 
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Foreign Exchange to be Received from Exports 
and Provided for Imports 

Probably the most difficult administrative task which 
faced the Exchange Control Board in the early days of its 
existence was the necessity for insisting that Canadian 
exporters sell their products for foreign exchange. While 
Canada is one of the world’s greatest export countries, our 
exporters, especially the smaller ones, are not particularly 
“foreign exchange minded,” or at least they were not prior 
to 15th September 1939. In the past a great majority of 
our smaller exporters sold their products for settlement in 
Canadian dollars, letting their customers assume or insure 
themselves against the exchange risks. These exporters, 
who suddenly found themselves required to demand pay- 
ment in foreign exchange for their products, were relatively 
uninformed upon the methods of hedging against possible 
losses through fluctuations in the exchange rates. While the 
larger companies had experience in selling exchange on for- 
ward contracts, many of the smaller exporters had not been 
in the habit of conducting banking transactions of this 
nature. 

As might be expected, exporters raised strenuous objec- 
tion when they were first requested to change their estab- 
lished commercial practice of selling for settlement in 
Canadian dollars and it was obvious the change could not 
be made effective overnight without disrupting the country’s 
export trade. For this reason the Board agreed that exports 
might go forward for settlement in Canadian dollars until 
3lst October 1939 and this was later extended to 30th 
November. In the interim arrangements were made with 
the exchange control authorities in Great Britain and the 
other Empire countries to supply their nationals who were 
importing goods from Canada with Canadian dollars in a 
way which will ensure that these dollars are obtained from 
the Canadian Foreign Exchange Control Board and not in 
the free market. 

So-called “Control Permits—Canadian Payment” were 
then issued to Canadian exporters who applied for them 
permitting them to ship to British Empire countries for 
settlement in Canadian dollars on condition that payment 
was made by draft through a bank in the British Empire 
country concerned; a bank acting on behalf of the Exchange 
Control authorities there. Without this restriction the 
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purchaser of the goods could buy his Canadian dollars in 
the free market and thereby facilitate an export of capital 
from Canada in the manner described in the next section. 
Control Permits authorizing shipments to other than British 
Empire countries for settlement in Canadian dollars were 
also issued for limited periods in special cases where ex- 
porters required additional time to make arrangements for 
payment in foreign exchange. 

With the exceptions noted, exporters are now required 
to sell their products in British Empire countries for sterling 
or the local currency and in other countries for United 
States dollars or the currency of the country in question. 
The result is that Canada should obtain foreign exchange, 
a large percentage of which will be sterling and United 
States dollars, for all her exports. 

There are no restrictions upon the type of goods which 
may be imported into Canada but the Board is vitally con- 
cerned with the kind of foreign exchange to be provided 
in payment. For example, Canadian importers may only 
obtain sterling to pay for goods imported from British 
Empire countries. This has necessitated some change in 
procedure by importers of such products as rubber, tin and 
jute, who have been accustomed to arrange for their require- 
ments through agents or middlemen in New York. To 
illustrate: In the past jute might have been shipped direct 
from India to Canada but the purchase contract was prob- 
ably with a New York middleman and payable in United 
States dollars. In future, such importations must be paid 
for in sterling or rupees and presumably the Canadian 
importer will arrange to make payment direct to the sup- 
plier in the British Empire country from which the goods 
are to be shipped. 

A provision of this nature is necessary under exchange 
control. Otherwise Canada would give up United States 
dollars, the supply of which must be safeguarded, to pay 
the New York middleman. This middleman would then buy 
sterling, probably in the free market at less than the official 
rate of exchange, and remit it to the British Empire sup- 
plier. The net result would be that Canada would give up 
United States dollars and the British Empire country which 
supplied the goods would receive sterling purchased in the 
free market, thereby facilitating indirectly an export of 
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capital from the British Empire in the manner discussed in 
the next section. 


To give another illustration of restrictions upon the 
provision of foreign exchange in payment of purchases 
abroad, the Board will not provide United States dollars to 
pay for goods purchased by a Canadian merchant in the 
United States for shipment to a customer in Great Britain 
unless the goods in question are first to be shipped to Canada 
for further processing. If this were permitted Canada 
would receive sterling and give up United States dollars. 
It might be argued that it is immaterial whether Canada 
or Great Britain gives up the United States dollars as we 
are all in the war together, but in practice Canada could not 
undertake to supply the foreign exchange requirements of 
the whole Empire and at the same time provide for her own 
purchases of war materials and foreign obligations. 


Free Market for Canadian Dollars 


There is always a free or unofficial market which oper- 
ates outside a country with exchange control. Canadian 
dollars are bought and sold in New York, Chicago and other 
American cities and throughout the world. Canadian dollars 
may be offered for sale in New York by non-residents who 
had money on deposit in Canadian banks when the control 
was introduced; by non-residents who have received Can- 
adian dollar cheques in payment of goods imported into 
Canada or in payment of other obligations calling for repay- 
ment in Canadian dollars; by non-resident recipients of 
Canadian dollar interest or dividend cheques which do not 
carry the right of conversion into foreign exchange upon 
presentation to the Board (this will be referred to in a 
later paragraph), and so on. 

There is no restriction upon non-residents in the use of 
their Canadian dollar balances and transfers between non- 
residents are quite permissible. The Board is interested 
in such transactions, however, and particularly in the vol- 
ume of such transactions, as in all probability the purchaser 
will plan to transfer the Canadian dollars he has acquired to 
a resident of Canada and if this occurs an export of capital 
may take place. To illustrate: Suppose a sale of $250,000 
Canadian dollars takes place in New York. At this point no 
harm has been done as all that has happened is that $250,000 
Canadian dollars have been transferred from one non- 
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resident to another. But it is a danger signal as the pur- 
chaser is not likely to have acquired $250,000 Canadian 
dollars without a definite purpose in mind. If he wishes to 
make an investment in Canada no particular harm has been 
done as the original holder of the Canadian dollars would 
have been encouraged to invest them in this country. But 
if the purchaser uses the Canadian dollars he has acquired 
to purchase goods to be exported from Canada, an export 
of capital, represented by the value of the goods in terms 
of foreign exchange, will take place. To prevent this 
happening exporters are now required to obtain foreign 
exchange in payment for their products. While some ex- 
porters may not live up to this requirement, through ignor- 
ance of the regulations or otherwise, the machinery is such 
that the Board should soon catch up with them. It is prob- 
able that this loophole is now reasonably well closed. 

Non-residents may purchase Canadian dollars in the free 
market to pay for services and miscellaneous expenses in 
Canada. The most important service—freight charges— 
has now been dealt with and instructions promulgated to 
ensure that Canada will receive foreign exchange in pay- 
ment of freight on export shipments, etc. The Board has 
the power to designate other services which, when perform- 
ed for non-residents, must be paid for in foreign exchange 
and publishers are now required to obtain payment in this 
way for advertising on behalf of non-residents. It is prob- 
able that from time to time the Board will require that other 
services for non-residents be paid for in foreign exchange 
if the total amounts involved are at all appreciable. 

Finally, non-residents may purchase Canadian dollars 
in the free market to meet tourist expenditures in Canada. 
In order to combat a potential loss of foreign exchange in 
this way, the Board is taking steps to inform tourists of 
how they may convert their American currency into Can- 
adian at any branch bank in Canada and of the premium to 
which they are entitled at the official rates quoted by the 
Board. 

As a result of the Board’s control policies which have 
been referred to in the preceding paragraphs, the demand 
for Canadian dollars in the free market in New York is 
being steadily reduced and the New York market now is 
relatively thin compared with the volume of transactions 
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taking place at the official rates quoted by the Board. This 
is not appreciated by the uninitiated who appear to pay un- 
warranted attention to the rates quoted for Canadian dollars 
in the New York market and not enough attention to the 
volume of the transactions therein, which however is not 
readily ascertainable in any accurate way. It should be 
appreciated that pressure to sell Canadian dollars in New 
York against a reduced demand might tend to widen the 
spread between the official and unofficial quotations and 
undue importance should not be attached to the New York 
rate in itself unless all the other relevant facts are known 
and can be taken into consideration at the same time. 


Residents with Foreign Assets and 
Non-residents with Assets in Canada 


All residents of Canada were required to make a declara- 
tion to the Board of any foreign exchange or foreign se- 
curities which they held at 15th September 1939 providing 
the aggregate value was in excess of $1,000. They were not 
required to declare any other foreign assets, such as ac- 
counts receivable, investments in real estate and mining 
rights and leases, or to declare their liabilities payable in 
foreign exchange. 

Permission may be obtained from the Board to invest 
foreign exchange balances held at 15th September in for- 
eign securities or, alternatively, to use such balances for 
any purpose for which foreign exchange would be sold by 
the Board. The proceeds from the sales of foreign securi- 
ties held at 15th September may be retained for reinvest- 
ment at a later date but all other receipts of foreign ex- 
change, including income on foreign securities, must be sold 
to the Board as received. 

The Board permits residents to sell their foreign securi- 
ties which were held in Canada or elsewhere at 15th Septem- 
ber 1939 and to reinvest the proceeds in any other negotiable 
foreign securities and to continue this process indefinitely. 
Foreign securities (the definition of which includes Canadian 
securities the interest or dividends on which are not payable 
exclusively in Canadian funds) which were held outside of 
Canada at 15th September and subsequently imported or 
which were acquired in Canada since that date, may be 
exported for sale and the proceeds immediately invested in 
other “similar” foreign securities to be imported into Can- 
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ada, providing certain conditions are complied with and 
export-import permits are obtained from the Board. If 
preferred the proceeds from the sale of such securities in 
foreign exchange may be sold to the Board. Residents of 
Canada may sell their “foreign securities” to other residents 
for Canadian dollars but sales to non-residents must be for 
foreign exchange. 

Foreign exchange will not be provided by the Board for 
the purchase of foreign securities or other foreign assets 
but the Board may sell foreign exchange to residents of 
Canada in special cases where additional funds are required 
to protect some existing investment in another country. 
Every case of this nature is considered on its merits. 

There has been no sequestration of the assets of non- 
residents. A non-resident with a Canadian dollar bank 
balance may invest in Canadian securities, purchase other 
property in Canada, pay his expenses in Canada, other than 
for freight or advertising which must be paid for in foreign 
exchange, and so on. However, the Board will not provide 
foreign exchange to non-residents for the withdrawal of 
their funds from Canada except to a limited extent in the 
case of bank balances owned by private individuals at the 
inception of the Control. (Such private individuals may 
obtain foreign exchange in an amount not exceeding the 
lesser of (a) the balance on deposit at 15th September 1939 
less all withdrawals since that time, or (b) $5,000 less 
withdrawals since 15th September to purchase foreign ex- 
change). 

There is nothing in the Order-in-Council or in the regu- 
lations of the Board which will in any way interfere with 
the payment of a debt owing by a resident to a non-resident. 
If such a debt is payable in foreign exchange the Board will 
sell the foreign exchange upon request. But the Board will 
not sell foreign exchange for this purpose if the debt is 
expressed in and is payable in Canadian dollars. 

The only exception to the above is in the case of debts 
owing by Canadian subsidiary companies or branches to 
their foreign parent companies. In many cases a substantial 
part of the capital employed in the Canadian subsidiary 
company may have been advanced by its foreign parent 
company on open account either in sterling or United States 
dollars. The Board has ruled that accounts payable to a 
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foreign parent company at 15th September 1939 must be 
treated as being a part of the capital employed by the Can- 
adian subsidiary or branch; foreign exchange will not be 
provided for the repayment of such accounts although the 
Board does not object to them being repaid in Canadian 
dollars. The Board may make exceptions for companies 
which can show that the balance owing to their foreign 
parent company at 15th September 1939 was unusually high 
due to the seasonal nature of their business. In such cases 
the Board may provide foreign exchange for the repayment 
of that part of the account payable which can be shown to 
be due to seasonal conditions. 


The Board has placed restrictions upon the sale of do- 
mestic securities by non-residents—or rather, restrictions 
upon residents purchasing securities from non-residents— 
both for reasons of foreign exchange control and in order 
to safeguard our security markets from any possible heavy 
liquidation of investments by non-residents. Under these 
restrictions non-residents are prevented from selling their 
Canadian securities for cash to be held on deposit ; they may 
only sell if they simultaneously reinvest the proceeds in 
other securities. This restriction does not apply to new 
purchases of securities by non-residents. If a non-resident 
decides to utilize a part of his bank balance or to bring new 
funds into Canada for investment he may sell the securities 
at a later date for cash without being required to reinvest 
it. (This is dependent upon the Board being advised at the 
time the original purchase is made; a copy of the contract 
note must be forwarded to the Board.) There is no restric- 
tion upon a non-resident who wishes to sell his Canadian 
securities to another non-resident or who wishes to physical- 
ly remove his securities from Canada. 


While the Board will not facilitate the export of capital, 
it will provide non-residents with foreign exchange for the 
withdrawal of the income on their capital invested in Can- 
ada or any other income including salaries earned in Canada, 
income from estates and trusts, etc. If the income is in 
the form of bond interest paid in Canadian dollars, the non- 
resident may obtain the equivalent amount of foreign ex- 
change automatically. If the income is in the form of divi- 
dends paid in Canadian dollars the right of conversion into 
foreign exchange is dependent upon the dividend being paid 
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from “current earnings” which are defined in Regulation 
47(a) as follows: 

47(a) The term “current earnings” whenever used in these 
Regulations shall mean the net income or profit of the financial 
year ending June 30, 1939, or on any date subsequent thereto as 
shown by the company’s annual financial statements, reported 
upon by its auditors, if any, or certified to by a responsible official 
of the company after: 

(i) The deduction of the aggregate of all income, profits 
or excess profits taxes paid or estimated to be payable to any 
government or municipality in respect of such net income or 
profits, 

(ii) The deduction of the losses, or proper proportion 
0? losses of any subsidiary or controlled company or if more 
than one, the aggregate of such losses less profits to the extent 
not provided for in such statement. 

(iii) Any other diminution of such income or profits made 
or to be made for the purpose of determining the taxable in- 
come for such period under the Income War Tax Act of the 
Dominion of Canada other than in respect of: 

(1) Dividends received from any resident or non- 
resident company; 

(2) The amount of any depletion allowances per- 
mitted as a deduction in determining the taxable income 
under the Income War Tax Act in excess of any pro- 
vision made in the company’s annual financial statements; 


(3) Any other diminution which in the opinion of the 

Board should not be taken into account. 
(iv) Any other adjustments which in the opinion of the 
Board should be properly made in determining the amount 
of current earnings for the purposes of Regulations 45 and 46. 


Companies with non-resident shareholders must apply 
to the Board before payment of a dividend for permission 
to make the contemplated transfers to the non-residents, 
and if the dividend is to be paid from “current earnings” 
to obtain permission for their non-resident shareholders to 
convert their Canadian dollar dividend cheques into foreign 
exchange. This right of conversion applies to dividends 
paid from “undistributed current earnings .... or any 
accumulation thereof.” Companies may therefore carry 
forward part of their current earnings for distribution in a 
later period. 

Non-residents wishing to invest new money in Canada 
in a new enterprise such as the building of a factory or plant 
and who wish to transfer foreign exchange to Canada for 
this purpose can sell the foreign exchange to the Board 
and, at the time of doing so, arrange to buy it back again at 
a later date if they decide to liquidate the investment and 
withdraw the proceeds from Canada. 
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United States citizens and the citizens of other countries 
who are residents of Canada are subject to the regulations 
of the Foreign Exchange Control Board in the same way as 
any other residents. Special arrangements have been made, 
however, with a number of United States citizens who have 
only recently come to Canada, under which their foreign 
assets which were acquired before they came to Canada are 
excluded from the requirements of the Control. 


Administration of Foreign Exchange Control Board 


Mr. G. F. Towers, Governor of the Bank of Canada, and 
Mr. Donald Gordon, Deputy Governor, are respectively 
Chairman and Chairman (Alternate) of the Foreign Ex- 
change Control Board. The other members of the Board, 
all of whom are senior members of the civil service, are Dr. 
W. C. Clark, Deputy Minister of Finance, Mr. H. Fortier, 
Chief Inspector of the Post Office Department, Mr. Norman 
Robertson, First Secretary, Department of External Af- 
fairs, Mr. H. D. Scully, Commissioner of Customs, and Mr. 
L. D. Wilgress, Director of Commercial Intelligence Ser- 
vice, Department of Trade and Commerce. 

Mr. Towers and Mr. Gordon, in spite of their many other 
duties, have managed to keep in the closest touch with all 


phases of the Board’s activities and it is thanks to them 
that the control has been introduced with the least possible 
disruption of the business of the country. The routine 
work of the Board is divided into sections. Those which 
have most to do with the public are the Foreign Exchange 
Section, which keeps in close touch with the chartered 
banks on all matters relating to the purchase and sale of 
foreign exchange; the Securities and Insurance Sections, 
which deal with all security questions; the Canadian Pay- 
ment Section, which has to do with exports to be settled 
for in Canadian dollars and special cases of exports where 
no payment is to be received; the General Section, which 
deals with trust and loan companies, estates and trusts, 
with the problems of private individuals and many mis- 
cellaneous subjects; and the Commercial Section, which 
has to do with all corporations and businesses other than 
financial companies. The work of the Commercial Section 
is sub-divided into five divisions: the Examiners Division, 
with branch offices in Toronto and Montreal, which checks 
the monthly returns of the two thousand odd companies 
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holding permits to operate foreign currency bank accounts 
and inter-company accounts or special export-import li- 
cences; the Investigators Division, which carries on investi- 
gating work in the field, including a check on the returns 
submitted to the Examiners Division; the Approvals Di- 
vision, which checks applications to pay dividends to non- 
resident shareholders; the Grain Division, which deals with 
matters relating to the grain trade and checks the monthly 
reports submitted by grain dealers and members of the 
Winnipeg Grain Exchange; and a General Division, which 
handles miscellaneous problems including questions of im- 
ports and exports on consignment, the business of Canadian 
residents in foreign countries, etc. Each section is staffed 
with men who are experienced in their particular field and 
who were selected because of their special qualifications 
for the work to be done. 

In conclusion it may be said that the Board and those 
responsible for the administration and carrying out of its 
policies appreciate to the full the many difficulties which 
the new regulations mean to business men. A broad view 
is taken in interpreting the regulations whenever this can 
be justified and all members of the staff are ready to explain 
rulings or render every possible assistance to companies 
and individuals who have special problems. On the other 
hand, it should be emphasized that the Board could not 
function effectively without the whole-hearted co-operation 
of the banks, customs officers and of the public at large, 
which it is receiving in a truly remarkable degree. The 
public, in spite of the many inconveniences, seem to be 
making a particular effort to inform themselves of the regu- 
lations and to live up to them. 
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RETROSPECTIVE TAXATION LEGISLATION 


(Prepared by the Legal Department of the Canadian Manufac- 
turers’ Association and published with the kind permission of the 
Association.) 


. growing habit of passing taxation legislation with 
retrospective effect is one against which the Canadian 
Manufacturers’ Association has frequently protested. 
Recent examples of legislation of this type are the federal 
“Excess Profits Tax Act” and the last amendment to the 
“Income War Tax Act,” the “Corporation Tax Act” of 
Quebec, the “Corporations Tax Act, 1939,” of Nova Scotia 
and the 1940 amendments to the Ontario “Corporations 
Tax Act, 1939,” in the form in which they were first in- 
troduced in the legislature. Examples of the same sort 
of thing could be given from the other provinces of Canada. 


The two federal statutes imposing a heavy excess 
profits tax and increasing the tax on the income of cor- 
porations from fifteen to eighteen per cent received the 
royal assent on 13th September last and would normally 
have taken effect as from that date. Both of them laid 
down, however, that the increased taxes provided by them 
in the case of corporations should apply to profits or in- 
comes of the year 1940 and of all fiscal periods ending 
therein after the 3lst day of March 1940. The effect of 
this is that as a result of two statutes assented to on 13th 
September 1939, manufacturing companies whose fiscal 
years end between 31st March and 13th September 1940 
must pay taxes with respect to these fiscal periods at a rate 
higher than they contemplated, or could be expected to 
contemplate, when budgeting for them. Further the retro- 
spective feature of the two statutes results in unfair dis- 
crimination as between companies. A corporation whose 
fiscal year ends on 30th April 1940, for example, must pay 
the increased tax with respect to eight months of 1939, 
while its competitor, whose fiscal period happens to run 
with the calendar year, will pay nothing for 1939. 

The situation created by the new “Corporation Tax Act” 
of Quebec and the “Corporations Tax Act, 1939,” of Nova 
Scotia is even more anomalous. The Quebec statute was 
assented to on 28th April 1939 and, in section 34, provided 
that it should be in effect as from 30th April of the same 
year. In spite of this, departmental officials are attempting 
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to apply its provisions to fiscal periods already closed when 
it came into effect. The claim has been made that profits 
earned in a fiscal period ending on 3lst December 1938 
should be taxed in accordance with principles laid down 
in an Act, which itself declared that it should be in effect 
only from 30th April 1939. 

The Nova Scotia statute was passed on 15th April 1939, 
but it is provided that it shall apply as if it had been 
enacted on 30th December 1938. The effect of this is 
interesting. Under section 25 every tax imposed by the 
Act is due on the first day of January of the year in which 
it is imposed, but is not payable until the first day of 
June following. But section 24 had already provided that 
the gross sales or gross revenue of any company in respect 
of which the amount of any tax imposed under the Act 
may be determined shall be deemed to be the gross sales or 
gross revenue for the fiscal year of the company ending 
on or before the 3lst day of December next preceding, or 
on or before such other date as the Provincial Secretary 
may direct. In other words, in the case of a company 
whose fiscal year ends on 31st March the revenue tax due 
on 1st January 1939 is to be calculated on its gross sales 
or gross revenue for its fiscal year ending on 31st March 
1938, and this as a result of an act passed on 15th April 
1939. 

Bill 45 of Ontario, “An Act to amend the Corporations 
_ Tax Act, 1939,” was in the form in which it was originally 
introduced a particularly pernicious example of retrospec- 
tive legislation. The Bill increased the tax payable by 
ordinary incorporated companies upon their net income from 
two to five per cent. Although it was introduced in Feb- 
ruary 1940, it provided that this substantial increase should 
apply to companies in respect of all fiscal years ending in 
1939. Companies whose fiscal periods end on the 31st of 
December would, therefore, pay the increased rate of tax 
for twelve months of 1939, but companies with fiscal periods 
ending, say, in January would also have had to pay the 
increased tax for eleven months of 1938. If the Bill had 
passed, not only would manufacturing companies have had 
to pay a tax for the year 1939 at a rate higher than they 
contemplated when making their estimates for the year, 
but some companies would have had to pay additional 
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amounts with respect to a fiscal period already closed and 
for which returns had already been filed. 

It has long been recognized in English-speaking coun- 
tries that retroactive or ex post facto legislation is, gener- 
ally speaking, improper. Blackstone, writing in his 
Commentaries on the Laws of England about the middle of 
the eighteenth century, said of it: 


There is still a more unreasonable method than this, which 
is called making of laws ex post facto; when after an action (in- 
different in itself) is committed, the legislator then for the first 
time declares it to have been a crime, and inflicts a punishment 
upon the person who has committed it. Here it is impossible that 
the party could foresee that an action, innocent when it was done, 
should be afterwards converted to guilt by a subsequent law; he 
had therefore no cause to abstain from it; and all punishment 
for not abstaining must of consequence be cruel and unjust. All 
laws should be therefore made to commence in futuro, and be 
notified before their commencement; which is implied in the term 
“prescribed.” 


The Constitution of the United States goes so far as to 
forbid Congress or any state to pass an ex post facto law. 
This same suspicion of retroactive legislation finds expres- 
sion in many judgments of the courts. For example, in 
the case of Phillips v. Eyre, decided by the English Court 
of Queen’s Bench in 1870, Willis J. is reported to have 
said: 

Retrospective laws are, no doubt, prima facie of questionable 
policy, and contrary to the general principle that legislation by 
which the conduct of mankind is to be regulated ought, when 
introduced for the first time, to deal with future acts, and ought 
not to change the character of past transactions carried on upon 
the faith of the then existing law. 

It may be argued that retrospective taxation legisla- 
tion is not on all fours with an ex post facto statute making 
a crime of an act that was not criminal at the time it was 
committed. It is true that the taxing statutes to which 
reference is made above impose a tax that is payable after 
the act came into force and that the reference to fiscal 
periods wholly or partially past may be considered to be 
only for the purpose of calculating the amount due, as a 
measure of the tax. But whether or not as a matter of 
theory it is correct to speak of them as retroactive or 
ex post facto legislation, they are in practice just as unfair 
as the laws criticized by Blackstone. 


Three Reasons for Objection 


The Association objects to retrospective taxation legis- 
lation for reasons of policy and on grounds of fairness, not 
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because it usually increases the taxes to which manufac- 
turing companies are liable. There are at least three 
grounds for its objection. First, we believe that when 
legislatures find it necessary to increase taxes the increases 
should not be hidden. It is essential that the public should 
understand exactly what taxes they are called upon to pay. 
When a legislature in 1939 increases the rate of tax on 
the revenue of corporations from one to two per cent, but 
makes the increased rate applicable to income earned in 
the year 1938, the exact nature of the increase is not re- 
vealed by speaking of a change in rate from one to two 
per cent. For a company as a result of the new legislation 
would have to pay, not only two per cent for 1939, but in 
addition the difference between one per cent already paid 
and two per cent with respect to 1938. In other words, 
the increase, at least for the first return made after the 
new legislation came into effect, would be from one to three 
per cent, not from one to two per cent, assuming the tax- 
payer’s income for the years 1938 and 1939 to be the same. 

Secondly, we object to retrospective taxes because they 
make it impossible for the business man to budget his 
costs in advance, as he must do if he is to conduct his 
operations on sound lines. They add quite unnecessarily 
to the uncertainties of business. Nearly always new taxes 
are made to apply to a year partially passed when they 
were imposed. It is obviously unfair to expect the business 
man suddenly to find money to meet an expenditure that 
_ he could not have contemplated when estimating his costs 
for the year and fixing his prices. The results are espec- 
ially unfair when the increased rates are applied to fiscal 
periods with respect to which returns have already been 
filed and taxes paid. 

Our third objection is that retrospective taxation legis- 
lation nearly always discriminates unfairly between tax- 
payers. The fiscal periods of manufacturing companies end 
at different times during the year and it would be unreason- 
able to expect anything else. That being the case, it is 
manifestly unfair to provide in an act passed in 1940 that 
an increased rate of tax shall be payable with respect to 
all fiscal periods ending in 1939. As has already been said, 
the company with a fiscal period ending in January would 
be required to pay the higher tax for eleven months of 
1938, while its competitor whose fiscal period happens to 
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run with the calendar year would have to pay only for 
1939. It is no answer to say that the unfairness is evened 
up when the tax is removed at some uncertain time in the 
future. Not only are taxes seldom removed when they 
have been once imposed, but, even when they are, the com- 
pany that has been unfairly treated may have gone out 
of business or have altered its fiscal year in the intervening 
period. Furthermore, its tax for the extra eleven months 
of 1938 may well be higher, because of better business 
conditions, than it would be for the eleven months it gains 
when the increased tax is later removed. 

The Association believes that retrospective taxation is 
unsound and should be abolished. In principle increased 
taxes should only be imposed with respect to fiscal periods 
beginning after the effective date of the taxing statute. 
Secondly, the period with respect to which increased taxes 
are levied should begin on the same date for all companies. 

There is no practical difficulty in the way of this latter 
suggestion and a precedent for it will be found in Ontario 
Bill No. 45, “An Act to amend the Corporations Tax Act, 
1939,” as it was finally passed by the legislature. This 
Act begins by providing in section 6 that the increase from 
two to five per cent shall apply to companies in respect of 
all fiscal periods ending in 1939. But it continues that in 
respect of any such fiscal period the difference between the 
tax calculated at the rate of two per cent and calculated 
at the rate of five per cent “shall be reduced by an amount 
equal to that proportion of the... difference ... , which the 
number of days of such fiscal year which are in the calen- 
dar year 1938 bear to the total number of days of such 
fiscal year.” Then in respect of fiscal years ending in 1941, 
at which time the increased tax is to be removed, the Act 
provides that the difference between the two rates “shall 
be reduced by an amount equal to that proportion of the 
... difference ..., which the number of days of such fiscal 
year which are in the calendar year 1941 bear to the total 
number of days of such fiscal year.” The Act is still ob- 
jectionable in so far as it applies to fiscal periods already 
commenced at the date upon which it came into effect, but 
at least much of the unfair discrimination as between com- 
panies has been removed. 
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DOMINION INCOME TAX 
Section 6 and Recent Decisions 


(Contributed) 


MONG the deductions from income that Section 6 dis- 
allows are “Disbursements or expenses not wholly, 
exclusively and necessarily laid out or expended for the 
purpose of earning the income.” That word “necessarily” 
lay inactive for years but suddenly came to life in the 
Riedle Brewery case. (See THe CANADIAN CHARTERED AC- 
couNTANT for August 1938.) The judgment given in the 
Exchequer Court indicated clearly that in the Court’s view 
(as a result probably of the Crown’s argument) the ex- 
penditures of the Riedle Company in “standing treat” of its 
own brand of beer were not “necessary” and it is quite 
evident that this lack of necessity was the principal reason 
why the Court refused the company’s appeal. The Court 
stated that the expenditure had been “made for the general 
benefit of the appellant’s business and not in respect of 
annual income” and also that the expenditures “were in the 
nature of capital expenditures for which no deduction is 
allowable.” 

The case was then taken to the Supreme Court where the 
decision of the Exchequer Court was reversed. 

It is hard to imagine why the Department should have 
taken any such position—still less, hope to defend it suc- 
cessfully in Court. It is questionable whether any exper- 
ienced business man or practising accountant could be 
found to support such a view. It is fortunate that the 
Supreme Court should have applied the correction, as other- 
wise, if it should be admitted that the Minister has the 
power to decide what expenses are necessary and what are 
not necessary, we might reach such absurd conditions as 
the Minister disallowing portions of selling and advertising 
expenditures on the ground that too many salesmen were 
employed or advertisements were too large or too numer- 
ous — in other words, acceptance of the principle that 
the Minister’s judgment should prevail and not that of ex- 
perienced business executives responsible for results and 
answerable to shareholders for the expenditures they make. 

With the Supreme Court decision, therefore, “necessar- 
ily” has been sent back to its slumbers. But this still 
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leaves the question as to whether or not an expenditure 
is made “for the purpose of earning income” and it is this 
aspect of Section 6 which was the issue in the Dominion 
Natural Gas case. 

The Gas Company had incurred considerable legal ex- 
pense in resisting before three different Courts the attempts 
of the United Fuel Company to prevent it from selling 
natural gas in the City of Hamilton. The Commissioner 
of Income Tax disallowed this expense under the provisions 
of Section 6 and the case went to the Exchequer Court. 

Mr. Justice Maclean in a lengthy and logical review 
which was summarized in THe CANADIAN CHARTERED AC- 
couNTANT for February 1940 outlines the precedure to be 
followed in determining what expenses are allowable or 
not as follows: “In considering what is an allowable expense 
or deduction, we must first enquire whether it is one pro- 
hibited by the Act; if it is not prohibited, then we must 
consider next whether it is of such a nature that according 
to sound business and accountancy principles it is a proper 
item to be charged against the receipts in a computation 
of the annual net profit or gain, and was expended for 
earning the same, and therefore allowable, or, whether it 
is an expense that should be charged as a capital expendi- 
ture, and therefore one not deductible in computing the 
amount of the profit or gain to be assessed.” In regard 
to what should be considered a capital expenditure he cites 
the remarks of Lord Cave in the Atherton case as follows: 
“But when an expenditure is made not only once and for all 
but with a view to bringing into existence an asset or an 
advantage for the enduring benefit of a trade I think that 
there is very good reason (in the absence of special circum- 
stances leading to an opposite conclusion) for treating such 
an expenditure as properly attributable not to revenue but 
to capital.” Mr. Justice Maclean goes on to state that he 
agrees with Rowlatt, J. that “enduring” means enduring 
in the way that fixed capital endures and then expresses 
the opinion that the expenditure in question cannot be said 
to be a capital outlay or loss and that there would seem 
to be no warrant for holding that the fixed capital of the 
Dominion company was benefited by the expenditure, or 
that its trade from a capital point of view gained any ad- 
vantage by the expenditure. “The situation as to capital 
remained as it was.” 


268 














DOMINION INCOME TAX 


He also disposes of the question as to whether the ex- 
penditure was “necessarily” incurred for the purpose of 
earning the income by pointing out that it was imperative 
that the Dominion company defend the action and a failure 
of its directors to do so would have probably rendered them 
personally liable in damages to the shareholders. “The ac- 
tion threatened the earnings of the Dominion company 
wholly or partially, and had it succeeded the company would 
have been unable to sell gas at least in some sections;.... 
the company’s capacity to earn revenue was put in jeop- 
ardy.” “The advantages and benefits accruing from the 
successful defence were of a revenue character and the cost 
of the same was a necessary expense in carrying on the 
trade and in earning the net profit and gain. It seems to 
me that the legal expenses however incurred cannot be 
regarded as anything else but a charge against revenue 

. incident to its trade and incurred for the purpose of 
its trade and the earning of its net profit or gain.” He 
further held that there was no essential difference between 
legal expenses and any other class of expense and also 
disposed of the contention that an expenditure is only al- 
lowable if it relates to the income of a particular year by 
stating “the principle is well established that expenses to 
earn future profits are allowable deductions.” 

The decision in the Dominion Natural Gas Company case 
has an important bearing on another class of expenditure 
which the Tax Department disallows, viz., discount on bond 
issues. It is customary for bond discount to be written off 
over the life of the bonds for the very simple and logical rea- 
son that it is part of the interest burden. If bonds are issued 
at four per cent when the yield rate for similar bonds is 
four per cent they can be sold at par but if the investor 
expects a four and one-half per cent return the four per 
cent bonds will have to be sold at a discount. The discount 
represents the payment or concession made to the bond- 
holder to compensate him for the extra one-half per cent 
interest not covered by the coupon. Imagine two companies 
putting out issues at the same time, the one with a four 
and one-half per cent coupon and the other with a four per 
cent coupon. There is no doubt that the interest burden is 
the same in each case, namely four and one-half per cent. 
But in the one case the Tax Department allows four and 
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one-half per cent and in the other by disallowing bond dis- 
count only allows part of the burden. 

Where the bond issue is an original issue the contention 
has been advanced that the discount is an expense incidental 
to raising the original amount of capital needed to enable 
the company to carry on, and as such is a “capital outlay.” 
But the capital obtained by even an original bond issue is 
not anchored in the business like share capital. Such bonds, 
like those later issued, have a habit of falling due and in 
the meantime they have to be serviced and part of that 
servicing is the discount and the discount is in fact an 
expense incurred in earning the income just as deprecia- 
tion is an expense. Both have to be provided for before 
the shareholder knows what profits he has made. The effect 
of the Department’s present policy is to make the company 
pay a tax on an amount that is greater than the profits 
actually made. If the principles laid down by Mr. Justice 
Maclean are followed the bond discount cannot be classified 
as an outlay of capital. It does not create any “enduring” 
asset and is therefore a charge against income and it is to 
be hoped that in future the Department will so classify it. 

During recent years the Department has shown an in- 
creasing tendency to disallow expenditures because of the 
provisions of Section 6(a). From time to time a company 
may make, either of its own volition or by being forced 
to do so, expenditures which in themselves are not directly 
productive of income. It would be regrettable if Section 
6(a) should be interpreted so strictly as to limit allowances 
for expenses to those which produce income. There are 
expenditures which, while not directly producing income, 
do minimize other expenses and so increase the net profits ; 
there are expenses which indirectly protect the company’s 
existing business or profits or minimize the losses of either; 
there are expenses which may have none of these results. 
But in regard to all of them two things are evident: (1) 
that the management makes the expenditure because it 
appears to be in the company’s interest to do so, and (2) 
that these expenditures are incidental to the carrying on 
of the company’s business. Every one of these expendi- 
tures reduces the profits available for dividends just as 
certainly as do expenditures for merchandise, labour or 
raw materials and, having regard to results, the business 
executive can see no essential difference between them. It 
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is for these reasons that executives and professional ac- 
countants will endorse the decision in the Dominion Natural 
Gas Company case and we venture to suggest to the Depart- 
ment that if the principles (“sound business and account- 
ancy”) laid down by Mr. Justice Maclean were followed 
many causes of dispute between the taxpayer and the De- 
partment would be avoided and the far from isolated feeling 
on the part of the taxpayer that the Department is at 
times technical rather than fair would disappear. 


INCOME WAR TAX ACT DECISIONS 
1. The J. C. E. Trudeau Estate Case 


ME. JUSTICE ANGERS of the Exchequer Court rendered 

judgment in this matter on 26th February 1940. There 
was only one point in issue but the decision was not easy 
to arrive at. The Crown contended that $25,000 received 
in 1932 by J. C. E. Trudeau, late of Montreal, was income 
and was taxable. Trudeau died in 1935. The executors 
(Dame Grace Elliott et al.) of his estate raised a number 
of defences. They maintained that the sum was paid to and 
received by Trudeau as part of the sale price of certain 
shares. Alternatively, they contended that the sum was in 
the nature of a voluntary payment and gift, without any 
legal obligation—a casual receipt accruing from an isolated 
act and forming part of a capital gain and received outside 
- the scope of Trudeau’s ordinary business. His Lordship 
held the sum to have been income and taxable. 


The Circumstances 


In 1932 -Trudeau had negotiated with Harry Snyder 
Limited to deliver to it all the shares of Automobile Owners 
Association Limited, other than some life member shares, 
for $1,150,000. Of this consideration Trudeau was to pay 
Harry Snyder $150,000 as commission. However, Trudeau 
later ascertained that he had to pay $50,000 to acquire 
certain of the shares to be delivered to the purchaser pur- 
suant to the agreement. This expenditure would have re- 
duced Trudeau’s net receipt from $1,000,000 to $950,000. 
The negotiations hung in abeyance over this point and 
some conversations took place between Snyder and Trudeau 
although the exact effect could not be ascertained due to 
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Trudeau’s death. Snyder’s version did not agree with that 
of the executors. The latter in their appeal stated that 
Trudeau had made an issue of the $50,000 and of the neces- 
sity of his clearing $1,000,000 from the transaction. Snyder 
had then represented to him that he would see that the 
$50,000 was made up to Trudeau. After the transaction 
was completed, according to the executors, Trudeau was 
paid $25,000 by Snyder’s company for introducing him to 
persons who controlled oil companies in Montreal and from 
whom Harry Snyder Limited bought the outstanding shares 
of their companies. Snyder’s version was that it was im- 
material to him and his company how the $25,000 payment 
was to be regarded; he acknowledged the value of the 
introduction and said it was worth $25,000 to his company. 
He said that Trudeau had not told him that he had to get 
$1,000,000 net or he would not sell. He knew Trudeau had 
to buy certain shares in order to fulfil his agreement, but 
he swore he had not told Trudeau that he would see that 
Trudeau got back the $50,000 he had to pay to acquire 
these shares. 
The Judgment 

The cheques for $15,000 and $10,000 by which the pay- 
ment of $25,000 was made were of material assistance to 
Mr. Justice Angers. One of them bore the words “account 
of services” and the other “balance due on account of ser- 
vices rendered in connection with acquisition of La Salle 
et al.” Trudeau’s failure to protest at the wording on the 
cheques was noted. The income tax “pay-roll” return filed 
by Harry Snyder Limited disclosed this payment to Trudeau. 
The return, to the learned Judge, indicated only how Harry 
Snyder Limited regarded the payment and was not con- 
clusive as against Trudeau. His Lordship criticized the 
delay of the Minister in making the additional assessment. 
The Department in April 1934 had received a letter from 
Trudeau referring to the $25,000 payment and stating he 
had been told he should have reported it although he was 
under the impression it was part of the sale of his shares. 
In September 1934 an information and complaint was laid 
against Trudeau by an Income Tax official in Montreal 
charging falsity in his return for failure to disclose this 
$25,000. This complaint was dismissed and Mr. Justice 
Angers said it should never have been laid. Trudeau died 
in April 1935 and it was not until 4th February 1936 that 
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the notice of assessment was sent out. The Court was thus 
deprived of the opportunity of hearing Trudeau’s version 
of what took place. Mr. Justice Angers stated that, never- 
theless, it was the Court’s duty to determine the assessabil- 
ity of the sum in question. He thought Snyder’s version 
was only in certain respects to be relied upon, and he con- 
cluded on a review of all the evidence that there was ample 
justification for Harry Snyder Limited to pay Trudeau 
$25,000 for the services rendered by him. He felt certain 
that Snyder was anxious to help make up the $50,000 which 
Trudeau was short but this desire did not colour or change 
the effect of the payment by Snyder’s company when it was 
made. The sum was accordingly held to be income and 
the appeal was dismissed with costs payable by the estate. 


2. The B & B Royalties Limited Case 


The successful appeal by B & B Royalties Limited from 
an assessment confirmed by the Minister of National 
Revenue in respect of the income of the company for the 
year ending 30th November 1938 will undoubtedly be ob- 
served with a great deal of interest in oil-production circles. 
The President of the Exchequer Court, Mr. Justice Maclean, 
remarked towards the end of his lengthy reasons for judg- 
ment that if the method adopted by the company for secur- 
ing its working capital gave the company advantages over 
other companies employing other methods that would be a 
matter which concerned the legislature rather than the 
courts. If the decision stands and the Act is not amended, 
the method will undoubtedly receive the flattery that imita- 
tion invariably provides. 

Oil-Well Financing 

The judgment of Mr. Justice Maclean handed down on 
11th March 1940 consists in large part of an informative 
outline of the method adopted for financing the drilling for 
oil. In Alberta use has been made of methods followed 
in the oil-producing areas of the United States. There is 
sold to the public the right to receive a percentage of the 
net value of what is produced from the well. These rights 
are described variously as “royalty interests,” “net royal- 
ties,” “units of production,” “percentages of production” or 
“fractional interests in production.” A trustee for the 
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holders of these “royalty interests” may be interjected for 
the purpose of protecting the rights of the holders as a 
class, facilitating action by them as a group, enabling them 
as a group to express an opinion and for other purposes. 
Sometimes the trustee receives the share on the sale of 
the production to which the holders of “royalty interests” 
are entitled and effects equitable distribution of the same. 


The Company 


In 1917 R. W. Brown leased from the Dominion govern- 
ment certain Alberta lands for the purpose only of mining 
and operating for petroleum and natural gas. In 1929 the 
natural resources were conveyed by the Dominion to the 
Western provinces and Alberta acquired these lands subject 
to this lease. Under the lease there was payable as rent 
10% of the gross production recovered from the lands 
payable in money or kind. In 1936 R. W. Brown sub-let 
part of the lands covered by the head lease to R. A. Brown 
for $10,000 in cash, assumption of the rents and royalties 
payable under the head lease and payment also of a gross 
royalty of 10% of all commercial production. Two days 
later R. A. Brown transferred the interest so acquired by 
him to B & B Royalties Limited for $10,000 in cash, 
$19,998 paid by the issue to him of 19,998 fully paid shares 
of the capital stock of B & B Royalties Limited, assump- 
tion by the company of royalties and other burdens under 
the head lease and sub-lease and a net royalty of 10% of the 
current market value at the time and place of production, 
of all production of petroleum or natural gas recovered and 
sold from the lands. The company then made an agree- 
ment with Security Trust Company Limited as trustee by 
which it transferred 80% (excluding 10% for the Alberta 
government and 10% for R. W. Brown) of the whole of 
the petroleum and petroleum products produced from the 
lands after deducting the full cost of production within the 
limits imposed by the agreement. The agreement recog- 
nized R. A. Brown’s right to a net 10% of the amounts paid 
over to the trustee and contemplated the sale to the public 
by the company of rights entitling the holders to share in 
the proceeds of production and to evidence which the trus- 
tee would issue its royalty trust certificates. The company 
was empowered with the consent of the trustee and the 
holders of at least 50% in interest of the royalty trust 
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certificates to sell the production and, if necessary, to ar- 
range with the purchaser to pay the royalty trust certificate 
holders and others direct their proper. share of the produc- 
tion. Such a sale was effected, with the required approvals, 
to the British American Oil Company but that company 
made payments direct to the trustee. The B & B Company 
sold 5614 units of production for a sum in excess of $100,000 
and royalty trust certificates were issued to such persons; 
a further 10 units were issued to R. A. Brown and the 
company was issued or retained 1314 units. All of these 
units totalled 80 and the remaining 20, forming 100 in all, 
were held by the Alberta government and R. W. Brown. 


Income Tax 

The trustee received in the relevant fiscal period 
$137,839.64 and disbursed $27,421.69 to the Alberta gov- 
ernment and R. W. Brown. The trustee distributed the 
balance of $110,417.95 as authorized by the agreement and 
the company received $16,059.56 and other royalty trust 
certificate holders were paid $79,099.96. The company dis- 
closed the amount received by it as an item of income 
but its complete return showed a loss of $7,350.12. The 
Commissioner of Income Tax assessed the company for net 
income at $52,762.02 by including as income the sum of 
$79,099.96 paid to other royalty trust certificate holders. 
From this action, the company appealed. 


Judgment 


: The learned Judge was not able to obtain assistance 

from precedent. Many American cases were cited to him 
but for one reason or another they were of little use. There 
was a suggestion that the company and other royalty 
holders were an “association” and it was stated that had 
an assessment been directed to this “association” (as being 
a “person” under the Act) the total tax would have been 
much higher. Mr. Justice Maclean expressed his view, 
however, that the arrangement here involved lacked some 
of the usual and important characteristics of an association. 
The question to be decided was whether the agreement oper- 
ated to divest the company of its beneficial interest in the 
percentage of production therein mentioned or was it in 
substance but a contractual obligation assumed by the com- 
pany to pay to those who purchased royalty interests a 
certain proportion of the net income realized from the sale 
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of oil recovered from a specified oil-well. The mere applica- 
tion of income in pursuance of an obligation under a con- 
tract would not affect the ownership of that income but 
if the agreement operated to divest the company of its 
interest in 80% of the production then the proceeds of 
that production would not be income in the hands of the 
company. His Lordship concluded that the agreement 
sought to put the ownership of a percentage of the oil 
produced in the trustee on behalf of the purchasers of 
royalty interests and the moment the oil was passed to the 
surface the legal interest therein passed to the trustee. 
Prior to that time the title to the oil in the ground was 
in the head lessor. The appeal was accordingly allowed 


with costs. 


NEW LEGISLATION RESPECTING TAXATION— 
DOMINION AND PROVINCIAL 


Editor’s Note: The information published under this heading indi- 
cates only in general terms the nature of recent legislation of the 
Provincial Governments respecting Taxation. For the Text of the 
legislation, readers should refer to the respective Acts. A copy of a 
Dominion Statute can be obtained from the King’s Printer, Ottawa, 
and of a Provincial Statute from the King’s Printer of the Province 
concerned. 

To provide information to chartered accountants who are called 
upon by their clients to prepare taxation returns in other provinces, 
The Dominion Association of Chartered Accountants some time ago 
sent to the reference library of each provincial Institute a complete 
set of tax legislation passed by the various provincial legislatures, and 
is keeping this information up to date by sending copies of amend- 
ments to such legislation as soon as these amendments are available 
for distribution. 


I. Alberta 


The Income Tax Act—The principal provisions of the 1940 amend- 
ments are as follows: 

(a) The definition of income has been further clarified by amend- 
ment of sections 3(f) and 3(g) which now read as follows: 

“3(f) all moneys received by any person on account of or 
in respect of any annuity, whether in whole or in part a return 
of capital, and annuities or other annual payments received un- 
der the provisions of any will or trust, irrespective of the date 
on which such will or trust became effective, and notwithstanding 
that the annuity or annual payments are in whole or in part paid 
out of capital funds of the estate or trust and whether the same 
is received in periods longer or shorter than one year.” 

“3(g) rents, royalties, annuities or other like periodical re 
ceipts, which depend upon the production or use of any real or 
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personal property, notwithstanding that the same are payable on 

account of the use or sale of any such property.” 

(b) The exemption of $1,500.00 granted to married persons is 
now applicable only when the wife or husband as the case may be is 
resident in Canada; otherwise the exemption of $750.00 granted to 
other persons applies. Likewise the allowances for dependents may 
be taken only when the dependents are resident in Canada. 

(c) Allowable deductions from income have been extended to 
include the following: 

(1) One tenth of lump sum payments made in Canada by an 
employer on account of an employees’ superannuation or pension 
fund or plan in respect of past services of employees made in 
such manner that the sum is irrevocably charged for the benefit 
of the fund or plan. Where the lump sum payment was made 
in 1935 or subsequent years the allowance of the annual deduc- 
tion will commence in the year 1939; in all other cases the 
allowance commences with the year in which the lump sum pay- 
ment was made. 

(2) Donations to charitable organizations in Alberta up to 
10% of the net taxable income. 

(3) Payments to patriotic organizations and institutions in 
Canada (approved by the Minister) up to 25% of the net taxable 
income. 

(d) The clauses relating to depreciation and depletion have been 
amended. Briefly depreciation and depletion may be deducted only 
in such amount, if any, as the Minister may in his discretion allow. 

(e) Interest on borrowed capital used in business to earn the 
income may be deducted only in such amount as the Minister may in 
his discretion allow notwithstanding the amount of interest payable 
by the taxpayer. Formerly a separate return of interest on money 
borrowed outside the province was required and tax was payable 
thereon if such interest was deducted in arriving at net taxable income. 
This feature has now been removed from the Act. 

(f) Taxes paid to Great Britain or any of its self-governing do- 
minions, colonies or dependencies are not now allowed as a deduction 
. from taxes otherwise payable. Taxes paid to other provinces in 
Canada are still deductible from taxes otherwise payable where 
reciprocal treatment is accorded by the other province. 

(g) The rates applicable to persons other than married persons 
and other than persons having dependents of a specified class in 1936 
were increased 1% in each bracket where the income amounted to 
$1,200.00 or more. The income in question is now taken before the 
exemptions for dependents and for dividends. 

The Corporations Taxation Act—There were no amendments in 
1940. 

The Corporations Temporary Additional Taxation Act—The pro- 
visions of this statute have been extended to apply to the year 1941. 

The Banking Corporations Temporary Additional Taxation Act— 
The provisions of this statute have been extended to apply to the 


year 1941. 
II. Ontario 


The Corporations Tax Act, 1939—The principal provisions of the 
1940 amendments are as follows: 


(a) In the case of companies to which sections 3 to 6 apply, i.e., 
special companies, an additional tax, equivalent to 25% of the tax 
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imposed by such sections, is payable in respect of all fiscal years 
ending in 1939, 1940 and 1941 subject, however, to a reduction by 
an amount equal to that proportion of the additional tax which the 
number of days of the fiscal years ending in 1939 and 1941 which 
are in the calendar years 1938 and 1941 respectively bear to the total 
number of days in such fiscal years. 

(b) In the case of all other companies, including railway com- 
panies which operate, own or use hotels, the tax calculated upon 
the net income has been increased from 2% to 5%. The tax at the 
higher rate is payable in respect of all fiscal years ending in 1939, 
1940 and 1941 subject, however, to reduction by an amount equal 
to that proportion of the difference between the tax at 2% and the 
tax at 5% which the number of days of the fiscal years ending in 
1939 and 1941 which are in the calendar years 1938 and 1941 respec- 
tively bear to the total number of days in such fiscal years. 

(c) In the case of companies the fiscal year of which ends on 
or after lst January 1939 and up to and including 3lst October 1939 
the additional tax is payable on or before 26th March 1940. In all 
other cases the additional tax is payable on the usual date for filing 
returns. 

The Income Tax Act—The principal provisions of the 1940 amend- 
ments are as follows: 

(a) The definition of “personal and living expenses” and its ap- 
plication have been elaborated. 

(b) Income includes “annuities or other annual payments re- 
ceived under the provisions of any will or trust, irrespective of the 
date on which such will or trust became effective and notwithstanding 
that the annuity or annual payments are in whole or in part paid out 
of capital funds of the estate or trust and whether the same is re- 
ceived in periods longer or shorter than one year.” 

(c) The exemption of $1,000.00 is no longer allowed to associa- 
tions, estates or trusts. 

(d) The deduction of interest on succession duties or inheritance 
taxes is now limited to the annual interest accruing within the taxa- 
tion period. 

(e) In the case of any lump sum payment made in Canada by an 
employer on account of an employees’ superannuation or pension fund 
or plan in respect of past services of employees, made in such manner 
that the sum is irrevocably charged for the benefit of the said fund 
or plan, one-tenth of the lump sum payment in each of ten successive 
years, commencing in the year in which the payment is made; pro- 
vided, however, that in the case of a lump sum payment heretofore 
made, a deduction of one-tenth thereof shall be allowed in the 1939 fiscal 
period and in each fiscal period thereafter until ten years have elapsed 
from the year of the lump sum payment; 

(f) The deduction of Dominion income taxes does not extend 
to income taxes imposed by sections 9B and 88 of the Income War 
Tax Act (Dominion). 

(g) The following section has been added under “Tranfers to 
Evade Taxation:” 

“Where a person has transferred the right to income to any 
person connected with him by blood relationship, marriage or 
adoption, or to a trust for his or their benefit, without transferring 
the ownership of the property producing such income, he shall 
nevertheless be taxed on the said income as if the transfer had 
not been made.” 

The Assessment Amendment Act, 1940—There has been no amend- 
ment to those sections pertaining to the assessment of income. 
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WAR FINANCE 


Editor’s Note: This is the seventh in a series of articles by 
Professor McQueen of the University of Manitoba on financing the war. 


There has been repeated reference in these notes to the 
dangers of inflation as a measure of war finance. The gen- 
eral argument underlying these warnings was that inflation 
is dangerous enough at any time but is particularly dan- 
gerous as a war measure. For the cessation of inflation 
will presumably coincide with the cessation of the war 
and the cumulative disturbances associated with these two 
happenings will set up intolerable strains in the community. 
To transfer the employment in the war industries into 
employment in the peace industries when the cessation of 
inflation will be generating a severe depression is to ask 
too much of our institutions of business and government. 

This may seem obvious and yet among farmers, business 
men and others there is an opinion that, since we have 
always financed wars by inflation, we shall not avoid doing 
so this time and, indeed, many persons privately welcome 
the prospect of inflation despite the feeble croakings of 
the economists. The point is that the cessation of inflation 
—and no one suggests that it must not stop sometime— 
inevitably brings deflation. Why is this so? 

The reasons why firms and persons always hold some 
proportion of their wealth or assets in the form of money 
balances are fairly obvious. In a world of uncertainty and 
change one cannot count upon the flow of incoming funds 
exactly equally the flow of outgoing funds, and a reservoir 
of idle funds is a wise provision. This reservoir is available 
for unanticipated expenditures, emergencies, etc. The pro- 
portion of assets kept in the money form is held as small 
as is consistent with safety, since the cash balances rep- 
resent non-earning assets. In a boom period of business 
this proportion will be decreased to a minimum, and in a 
depression period it will be increased somewhat as oppor- 
tunities for the use of assets elsewhere are becoming less. 
If into a given supply of purchasing power the government 
injects new money instead of financing its expenditures 
from taxation or borrowing there will obviously be an in- 
crease in the money demand for goods and services, since 
the new purchasing power is indistinguishable in market 
potency from the old. If there were only one small injection 
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of new purchasing power the effect would be some rise in 
the price level and some defrauding of people whose in- 
comes had not risen proportionally with prices. After the 
community had become adjusted to the new and higher 
price level, the cash balances of persons and firms would 
have increased in the same proportion as the price level, 
but these larger balances would now only command the 
same real amount of wealth that the earlier and smaller 
balances commanded. 

How different, however, the matter becomes when in- 
stead of a single injection of new government money we 
have a steady rate of injection such as we would have 
were we to finance the war by inflation. As soon as people 
see that prices are continuing to rise due to the continuing 
inflation they act on the assumption that the process will 
continue. They will no longer be interested in maintaining 
their cash balances at the previous level and they will reduce 
them since each dollar held in a cash balance is losing its 
purchasing power as the rise in prices continues. [If it is 
spent today it will buy more than if it is spent next month. 
As the balances are thus depleted in buying goods and 
services the depletion serves but to drive prices up still 
further. 

It is true that business activity will be stimulated by 
this process of inflation, but it is an activity which will 
continue only so long as the inflation continues. Firms 
which have accumulated excess inventories have only done 
so on the assumption of a continuance of rising prices and 
when prices cease to rise these excess inventories will be 
disposed of. When that happens prices will not only stop 
rising but they will begin at once to fall. A housewife 
who has hoarded a year’s canned goods because of the 
continuing inflation will reduce her supply to normal pro- 
portions when the inflation ceases, i.e., she will live out of 
the hoard for some time and buy no canned goods at all 
in the interval. It seems clear then that we cannot stop 
prices rising without causing them to fall, and that it is 
impossible to stabilize a price level at the point where the 
inflation ceases. A deflation is an inevitable consequence 
of an uncontrolled inflation. 

It does not matter what price level a country has once 
it has become adjusted to it but it is the change from one 
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price level to another which causes the difficulties. The 
war is going to put a terrific burden on Canada and to 
finance it by inflation could only grievously aggravate that 
burden. In addition, the deflation associated with the dis- 
continuance of the war would generate social frictions with- 
in our country at a time when we shall be needing an 
extraordinary degree of goodwill if we are to face success- 
fully our post-war problems. We can have full employment 
during the war without uncontrolled inflation or with it, 
but the problems and burdens of war will be much easier 
without it. 
R. McQueen 


Note 


A further instalment of “Accountants and the Law of 
Negligence” by W. Summerfield and F. B. Reynolds will 
be published in the May issue. 
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GENERAL NOTES 


Matters of Interest to Members 


The mid-year meeting of the Executive Committee of 
The Dominion Association of Chartered Accountants was 
held in Toronto on 29th February and 1st March with the 
following members in attendance: Kenneth W. Dalglish, 
Montreal, President; William E. Hodge, Moose Jaw; Fred- 
erick Johnson, Winnipeg; T. Harold Johnson, Halifax; Kris 
A. Mapp, Toronto; Henry G. Norman, Montreal; and Austin 
H. Carr, Secretary-Treasurer. E. C. Mapson of Vancouver, 
another member of the Committee, unfortunately could not 
be present. 

Uniform Examinations—Mr. Mapp, Chairman of the 
Board of Examiners-in-Chief, reported that the uniform 
examinations in accounting and auditing of the Provincial 
Institutes in the Intermediate and Final grades had been 
successfully conducted in December last and had been par- 
ticipated in by all the Institutes with the exception of the 
Saskatchewan Institute. The Saskatchewan Institute, how- 
ever, is joining the other Institutes in the 1940 examina- 
tions. The general expression of opinion of the Institutes, 
he said, was one of satisfaction over the successful 
establishment of uniform examinations throughout the Do- 
minion. As it had been decided at the last annual meeting 
of the Dominion Association that any excess of expenditure 
over revenue in conducting the examinations would be 
borne by the Association, the Executive Committee was 
interested to learn from Mr. Mapp that the fees of can- 
didates had been sufficient to meet this expense. 

Following this report, a vote of appreciation was ex- 
tended by the Executive Committee to Mr. Mapp and the 
other members of his Board for the admirable way in which 
the work of the 1939 examinations had been carried out and 
for the very great service which had thus been rendered 
to the profession in Canada. 

National Service Registration—The Secretary reported 
that 974 members in all had to date filled in the national 
service registration form of our Association; that the forms 
had been duly sent to the Comptroller of the Treasury at 
Ottawa, and that 954 of the forms had been filed with the 
Comptroller on or before 28th October last. Reference 
was made to the number of members engaged by the gov- 
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ernment since the outbreak of war in several of its 
departments and, in particular, by the Foreign Exchange 
Control Board. 

Reciprocity of Entrance Fees—The Secretary reported 
that following the last annual meeting of the Association 
he had written to the Provincial Institutes inviting them 
to express their opinion on the suggestion that the entrance 
fee of a member from another Provincial Institute of Chart- 
ered Accountants be waived on his being admitted to 
membership. There was a diversity of opinions expressed 
by Institute Councils; some were in favour of the sug- 
gestion under certain conditions, others were either opposed 
or could not accede to it because of restrictive provisions 
in their by-laws, while others were prepared to consider 
the proposal. As the matter needed further consideration, 
a committee was appointed to study the replies of the 
Institutes and to bring in a report to the next annual 
meeting. 

By-laws of Association—The text of the amendment 
of by-law 7 (c) of the Association passed at the last meet- 
ing of Council on 24th August 1939, namely: 


(c) The President, Vice-Presidents, immediate Past President and 
the respective Chairmen of the Finance and Legislation Commit- 
tees if not otherwise elected. 


had been communicated to the Provincial Institutes im- 
mediately following that meeting with a request for sug- 
gestions regarding any proposed changes, but the Secretary 
reported that to date not any had been received. It was 
decided to have due notice of the amendment published 
in THE CANADIAN CHARTERED ACCOUNTANT before the annual 
meeting. 

The Secretary reported that he and the President had 
discussed the need of making some minor changes in the 
by-laws of the Association, and that one Institute had kindly 
sent some suggestions. The Executive Committee ap- 
pointed a committee to consider possible amendments of 
the Dominion by-laws for the annual meeting and to have 
any proposed amendments duly announced in advance of 
the meeting. 

Legislation—Mr. Norman, Chairman of the Legislation 
Committee, reported on the activities of his Committee 
since the last annual meeting. It will be recalled that 
that meeting by resolution asked the President to ap- 
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point a committee to study possible improvements in the 
administration of the Income War Tax Act. Acting on 
this resolution, the President had referred the matter to 
the Legislation Committee. Mr. Norman stated that he 
had been able to discuss this matter at some length with 
Departmental officials and found them ready to receive sug- 
gestions from the Dominion Association, some of which, it 
was noted, had been published in the November 1939 
and February 1940 issues of THe CANADIAN CHARTERED AC- 
COUNTANT. 


The Legislation Committee, after making rather ex- 
haustive studies of the Excess Profits Tax Act, arranged for 
the President, Mr. Dalglish, Mr. Norman and Mr. Mapp to 
present in person their observations to the Minister of 
National Revenue. This meeting took place on 12th Janu- 
ary, and their suggestions and observations were based 
on the provisions of the Act, with particular reference 
to the clarification of certain sections, the prevention of 
avoidance of the tax imposed, and the inequalities which 
would arise out of the strict enforcement of certain of its 
provisions. 

Some of the Provinces have arranged with the Federal 
income tax department to collect the provincial income tax 
and in this way save overlapping in administration. As 
this has brought forward for immediate consideration the 
apportionment of corporation income tax between provinces, 
the Department of National Revenue (Income Tax Division) 
has requested the Legislation Committee of the Dominion 
Association to make a study of the problem. The Secretary 
reported that he had ordered a number of copies of the 
1939 report of the National Tax Association of the United 
States on the allocation of income and had supplied a copy 
to each Provincial Institute. 

Tax Information—According to the report of the Sec- 
retary, since the annual meeting last August, four instal- 
ments of tax and other information had been posted at 
intervals to members. Included in this information were 
amendments of the tax acts, summaries of judgments of 
the Exchequer Court and the Supreme Court of Canada 
respecting income tax, regulations of the Foreign Exchange 
Control Board, and accounting terminology. The libraries 
of the provincial Institutes, he stated, had also been kept 
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promptly supplied with the full text of these judgments 
and with the complete amendments of tax statutes. 

Finances—The finances of the Association were reported 
to be in good condition by Mr. Mapp, the Chairman of the 
Finance Committee, and it was anticipated that the ex- 
penditures would not exceed the revenues for the year 
ending 3lst May next. 

Students’ Service — As some Institutes had inquired 
about what action other Institutes were taking in regard 
to the service and education of registered students on 
active military service, the Executive Committee, feeling 
that there should be some uniformity on war-time conces- 
sions to students, decided to refer the matter to the Com- 
mittee on Education and Examinations for study and for 
a report to the annual meeting. 

Annual Meeting of 1940 — The thirty-eighth annual 
meeting of the Association will be held in Montreal on 
September 3rd to 6th. It is planned to devote two morn- 
ing sessions and an afternoon session to roundtable discus- 
sions and the presentation of papers on subjects of vital 
interest to the profession. In preparation of the meeting 
it was. decided to request each of the provincial Institutes 
to appoint a committee to study the subject of auditors’ 
reports, having regard to the challenge published in the 
November issue of THE CANADIAN CHARTERED ACCOUNTANT. 
It was also decided to ask Mr. McClelland’s committee on 
accounting research to give consideration to the report of 
the American Institute of Accountants on “Extensions of 
Auditing Procedure” which deals with the verification of 
inventory quantities and confirmation of account receivable 
balances, with a view to arranging a roundtable discussion 
thereon at the annual meeting. 

During their stay in the City the members of the 
Executive Committee were guests of Mr. J. W. Taylor, 
President of the Ontario Institute, at luncheon on Thurs- 
day, and of the Ontario Institute at its mid-year dinner on 
Friday evening. On Friday they were the guests also of 
Mr. W. J. Saunders, Chairman of the Editorial Committee, 
who took the opportunity of reporting on the progress of 
THe CANADIAN CHARTERED ACCOUNTANT and of stressing the 
importance of more of the senior members of the profes- 
sion contributing to its pages. The members of the Com- 
mittee were deeply appreciative of this hospitality. 
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Our Contributors This Month 


JoHN DouGLas CAMPBELL, who writes on “Accounting 
Conventions Applicable to the Consolidated Balance Sheet” 
in this issue, graduated as Bachelor of Commerce from 
Queen’s University, Kingston, in 1934 and became a mem- 
ber of the Institute of Chartered Accountants of Ontario 
in 1938. He commenced his present duties with the School 
of Commerce and Administration of Queen’s University in 
February 1939. 


WaLtTEeR LOCKHART GorDON, whose article on “The Opera- 
tion of the Foreign Exchange Control Board” is published 
this month, was attached to the Canadian Foreign Exchange 
Control Board from the middle of September 1939 until the 
beginning of February 1940 during which time he assisted 
with the organization and was in charge of the Commercial 
Section. Mr. Gordon has already been a contributor to 
these pages; his article on income taxes in Canada, Great 
Britain and the United States was published in our April 
1938 issue. 


Table of Exchange Rates 
(Kindly supplied by The Canadian Bank of Commerce, Toronto) 
29th February 15th March 


1940 1940 
ON cs Ae a 10-11% P. 10-11% P. 
EE eh a ia Ween 443-447 443-447 
Australian Pounds ........... 3.5814 3.5814 
New Zealand Pounds ......... 3.60 3.60 
South African Pounds ........ 4.46 4.46 
Belgium—Belgas ............. 18.72 18.87 
Denmark—Kroner ........... 21.46 21.46 
Holland—Florins ............. 58.96 58.96 
Finland—Finmarks .......... 1.89 1.72 
France—Francs ............-. 2.46 2.33 
Er errr ere Te 5.60 5.60 
Sweden—Kronor ............. 26.46 26.46 
Switzerland—Francs ......... 24.90 24.90 
Norway—Kroner ............ 25.23 25.23 


Note: The above quotations are expressed as follows: Pound cur- 
rencies—Canadian cents per unit; Continental currencies—Canadian 
cents per 100 units. 
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Chartered Accountants and the War 


Lieut. C. V. B. Corbet, Calgary, is on active service 
with the Calgary Highlanders. 

Lieut. B. A. Gunn, Calgary, is serving with the Royal 
Canadian Ordnance Corps, Ottawa. 

Flying Officer W. E. Massey, Charlottetown, is stationed 
at Ottawa with the Royal Canadian Air Force. 

Mr. A. S. Tindale, Toronto, has been appointed by Order- 
in-Council assistant secretary of the War Supply Board at 
Ottawa. 

Mr. T. L. Wright, Calgary, has left for England to as- 
sume duties with the Imperial Army in which he held the 
rank of Major during the last war. 
















Did You Miss the Line? 


When putting the galley proofs into page form last 
month, the printers inadvertently dropped the third line 
in the introductory paragraph of the Sharp, Milne & Co. 
judgment on page 164. The first four lines should have 
appeared as: 

The Court of Appeals of the Province of Quebec on 30th 
January by a majority of three to two reversed a judgment 
of the Superior Court holding Sharp, Milne & Co., a Mont- 
real firm of chartered accountants, responsible for de- 













Position for Chartered Accountant 

Word has reached the Secretary of the Dominion As- 
sociation of Chartered Accountants of an opening for a 
young chartered accountant in Manila, Philippine Islands. 
The engagement would be based on a four-year contract 
with passage paid to Manila and return. Enquiries as to 
qualifications, remuneration and other particulars should be 
addressed to Messrs. McDonald, Currie and Company, char- 
tered accountants, 507 Place d’Armes, Montreal, or 69 Yonge 
Street, Toronto. 














Reference on Income Tax of Individuals 

Few chartered accountants in Canada have published 
works of reference in the accounting field and for that 
reason we are pleased to be able to include in the book 
reviews this month a reference to Mr. A. R. McMichael’s 
publication on the preparation of personal income tax re- 
turns. 
Aprit, 1940. 
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PROVINCIAL NEWS 


NOVA SCOTIA 

The Institute of Chartered Accountants of Nova Scotia 
announces that the following are the successful candidates 
of the Institute in the recent uniform examinations set 
throughout the Dominion by a joint committee consisting 
of representatives of the Provincial Institutes of Chartered 
Accountants in Canada. 

Final: Donald F. Filleul. 

Intermediate: Errol M. Davison and Hugh E. Spencer. 

Primary: The following candidates were successful in 
the Primary examination conducted by the Nova Scotia 
Institute: Alexander S. Burt, Gordon H. Johnson and Alex. 
H. Ritcey. 


QUEBEC 


The Society of Chartered Accountants of the Province 
of Quebec announces that the following are the successful 
candidates in the Final examination conducted in November 
1939 at L’Ecole des Hautes Etudes Commerciales de 
Montreal. 

Final: Guy Bernard, Sylvio de Courcy, Paul H. Drouin, 
Guy Fortier, Raymond Fortier, Albert Garneau, Arthur 
Gravel, Roméo Grenier, Narcisse Lacourciere, Jean Lacroix, 
Roland La Fleche, Martin Lajeunesse, Jean Paul LaRue, 
Jean René Legault, Lucien Toupin and Jean Villeneuve. 

The War Memorial prize donated by the Society for the 
highest standing among the candidates of L’Ecole was 
awarded to Albert Garneau. 


The annual mid-year dinner of the Society was held in 
the Windsor Hotel, Montreal, on Wednesday, 13th March 
1940. Thirty-four new members, successful candidates in 
the recent final examination, were welcomed into the Society 
and presented with their diplomas by the President, Mr. 
Alex. Ballantyne of Montreal, the Chairman of the evening. 
Mr. W. M. H. Campbell, C.A., proposed the toast to the 
guests, and Mr. Paul A. McFarlane, vice-president of the 
Bell Telephone Company of Canada, responded. Mr. Samuel 
J. Broad of New York, vice-president of the American In- 
stitute of Accountants, extended the greeting of that body. 
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The meeting was addressed by the guest of honour, Dr. 
F. Cyril James, Principal and Vice-Chancellor of McGill 
University, who chose as his subject, “The development of 
foreign exchange control prior to the outbreak of war.” 
The appreciation of the meeting for this instructive address 
was expressed by Mr. C. F. Elderkin. 

Those seated at the head table, in addition to Dr. James, 
Mr. Ballantyne, and Mr. Broad, included: Brig.-Gen. J. P. U. 
Archambault, D.S.0O., M.C., District Officer Commanding, 
Military District No. 4; Wm. M. Birks, Chairman, Henry 
Birks & Sons (Montreal) Limited; Maurice Boulanger, 
President, Quebec City Committee, The Society of Chart- 
ered Accountants of the Province of Quebec; S. R. Campbell, 
Past President, The Society of Chartered Accountants of 
the Province of Quebec; W. G. H. Campbell, Second Vice- 
President, The Society of Chartered Accountants of the 
Province of Quebec; Eldridge Cate, Member of the firm of 
Montgomery, McMichael, Common & Howard; Kenneth W. 
Dalglish, President, The Dominion Association of Chartered 
Accountants; S. G. Dobson, Immediate Past President, The 
Canadian Bankers Association; Armand Dupuis, Chairman, 
The Montreal Catholic School Commission; C. F. Elderkin, 
Honorary Secretary-Treasurer, The Society of Chartered 
Accountants of the Province of Quebec; Alastair A. Gowan, 
Past President, The Society of Chartered Accountants of 
the Province of Quebec; Gilbert Jackson, Acting-Director, 
School of Commerce, McGill University; Grant Johnston, 
Chairman, Montreal Stock Exchange; C. W. Leach, Presi- 
dent, The Chartered Accountants Students’ Society of the 
Province of Quebec; Lawrence Macfarlane, Batonnier of 
the Bar of Montreal; Alan A. MacNaughton, President, The 
Montreal Junior Board of Trade; R. J. Magor, Chairman 
of the Executive, Canadian Chamber of Commerce; Rev. 
O. Maurault, Rector, University of Montreal; Esdras Min- 
ville, Director, The School of Higher Commercial Studies 
of Montreal; George S. Currie, Past President, The Society 
of Chartered Accountants of the Province of Quebec; Paul 
A. McFarlane, Vice-President, The Bell Telephone Company 
of Canada; H. G. Norman, First Vice-President, The Society 
of Chartered Accountants of the Province of Quebec; Alfred 
H. Paradis, President, La Chambre de Commerce du dis- 
trict de Montreal; John W. Ross, Past President, The 
Society of Chartered Accountants of the Province of Que- 
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bec; A. H. Rowland, Inspector of Income Tax; Maurice 
Samson, Immediate Past President, The Society of Chart- 
ered Accountants of the Province of Quebec; Arthur B. 
Wood, President, Sun Life Assurance Company of Canada. 


PERSONALS 


R. G. Rutherford and Company, chartered accountants, 
announce the admission to partnership at 1st December 
1939 of Mr. C. H. King, chartered accountant. 


LEGAL DECISIONS 


[Eprtor’s Note: The following are brief summaries of recent de- 
cisions of the Canadian Courts as taken, by the kind permission of 
the Canada Law Book Company, from the Dominion Law Reports. 
In each case reference is made to the volume of the Reports where the 
full judgment may be found. It should be kept in mind that the de- 
cisions given may not in every case be final.] 


Contracts—Voluntary over-payment—Recovery of excess 
(Hollinger Consolidated Gold Mines Ltd. vy. Northern 
Ontario Power Co. et al.) 

Ontario Court of Appeal 

A mining company claimed that it was entitled to cer- 
tain deductions under its contract for hydro-electric power, 
but nevertheless paid the sums claimed by the power com- 
pany “under protest and without prejudice.” The contract 
provided that bills for power must be paid without deduc- 
tion for any claim, and the power company had the right 
to discontinue service for default upon notice. No threat 
to discontinue service was ever given. Held, the moneys 
so paid by the mining company were not paid under a 
mistake of fact nor under circumstances amounting to com- 
pulsion or duress, but were purely voluntary payments and 
hence irrecoverable. (Held also, upon the construction of 
the contract, the mining company was not entitled to any 
deduction.)—[1940] 1 D.L.R. 516. 


Taxes — Urban residential property — Market value not 
sole criterion 


(McCarthy v. Winnipeg) 
Manitoba Court of Appeal 
An assessment will not be reduced by the Court of 
Appeal simply because it is in excess of the market value 
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of the property if it is not shown that it will bear more 
than its proper share of the taxes. Market value of real estate 
is not the sole criterion of value for assessment purposes. 
In the case of urban residential property, the opportunity 
for social contacts and the access to modern conveniences 
give value, and the assessors may also take account of the 
character of the district where the property is situate and 
of its aesthetic qualities. (Richards J.A. dissented without 
stating reasons.) —[1940] 1 D.L.R. 481. 


BOOK REVIEWS 


ACCOUNTING PRINCIPLES AND PROCEDURE— 
COST ACCOUNTING 


By Charles H. Langer 


(Published by Walton Publishing Company, Chicago, Illinois, 1939, 
cloth, 620 pp.) 


The preface to this volume states that “The objective of this work 
on Cost Accounting is to treat of the principles and procedures of 
factory cost accounting and their application in the installation and 
operation of a modern cost system. The principles and procedures 
are developed in an interesting way and in logical sequence. The 
lectures include a large number of illustrative problems and their 
solutions, showing the practical application of the principles and pro- 
cedures stated.” Perusal of the volume satisfies this reviewer that 
the stated objective has been achieved. 

The book embodies a systematic course in cost accounting par- 
ticularly adapted to the work of the ab initio student of accounts, 
presumably to be taken along with his studies in accounting generally. 
It is divided into thirty-two lectures; although numbered one to 
thirty, there are two lectures under the numbers twenty-four and 
thirty, respectively. At the back of the book there are twenty-nine 
sets of questions relating to the corresponding first twenty-nine lec- 
tures. There are also seventeen sets of practical problems and one 
quite comprehensive practice set, and a standard cost practice case 
in two parts. 

The order of treatment of the subject matter is as follows: 

Objectives and organization of modern business, scope and purpose 
of cost accounting and its classifications, and an outline of specific 
order costing. With these introductions comes the treatment of the 
following components of costing: purchasing, stores, labour and wage 
systems, manufacturing and selling expenses. Next the monthly closing 
and the preparation of operating and financial statements and the 
relation between general ledger and cost records. 

Then follows process cost accounting, standard and estimating cost 
systems, joint products and by-products, depreciation, interest on in- 
vestment in relation to costing, cost controlling accounts, planning and 
controlling production, and distribution costs. The closing lectures 
deal with the preparation and purposes of report to management, 
graphic methods and, finally, social security taxes in the United States. 

The treatment is sound and thorough, and the presentation of the 
subject loses nothing in clarity from the author’s effort to step out 
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of the purely text book rut by occasional dissertations, almost philo- 
sophic, on the larger aspects of the subject. 

A number of points commend themselves to special comment, but 
with considerations of brevity in mind, your reviewer will confine 
himself to the author’s treatment of the vexed: subject “interest on 
investment,” which has been approached in an entirely non-commital 
way. Views on this subject are widely divergent, and the opinions 
and counsel of no fewer than fourteen representative writers on cost 
accounting are quoted. Such presentation, presumably, is to give the 
student a broad view of the question, so as to enable him to approach 
the problems involved with an unprejudiced mind. Possibly this 
object will be attained, but your reviewer ventures to suggest that the 
student might have been helped materially had he been forewarned 
that the adoption of one or other of the views advanced depends 
entirely upon the purpose to be secured by the costs in the com- 
pilation of which interest on investment is being considered as a 
component. 

The student, on completion of the course, will do well to retain 
this book, for it will prove, in both text and illustrations, a useful 
volume for reference in his subsequent work. The practising account- 
ant, also, will find between its covers many useful forms and consider- 
able refreshment of knowledge grown a little rusty from lack of use. 


Vancouver, 20th February 1940. V. R. CLERIHUE. 


YOUR INCOME TAX 
By A. R. McMichael, B.A., F.C.A. 


(Published by The Musson Book Company Limited, Toronto, 1940, 

paper, 88 pages, $1.00) 

The need for a reference book in which the average person who 
prepares his own income tax return could obtain guidance and author- 
itative information on tax problems prompted Mr. McMichael to write 
this very useful booklet. As the author points out in his foreword, 
it is intended to cover only the needs of a taxpayer who does not have 
complicated problems. The language is simple and direct, so reducing 
an otherwise technical subject to everyday terms, except where the 
statutes or regulations are quoted. 

The unique arrangement of material is well suited to a work of 
this kind; a copy of the tax return required from individuals (T-1) is 
included in the book and the information relating to the various items 
of income, deductions and exemptions, etc., is indexed to the cor- 
responding items in the return so that it is possible to locate quickly 
the regulations and opinions regarding any particular item. Much 
useful information is included, such as the rates of depletion allow- 
ances on various mining and oil companies’ dividends. Separate 
chapters are devoted to the income taxes payable to the various prov- 
inces of Canada. 

As the work is primarily for individuals, only passing reference 
is made to corporation taxes. 

This is, so far as we know, the first work of its kind to be pub- 
lished in Canada and it seems particularly fitting that it should be 
written by a member of the accounting profession. It is a very credit- 
able effort to bring the mysteries of income tax within the compre- 
hension of the average person and as such should meet a wide need; 
by the nature of the subject, however, it is not of primary interest 
to practising accountants. 

Toronto, 20th March 1940. G. G. RICHARDSON 
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TERMINOLOGY DEPARTMENT 


The articles in this Department, unless otherwise stated, are or- 
iginally written by the Chairman of the Terminology Committee and 
submitted to the members thereof; they are afterwards revised by 
him after consideration of suggestions made by the members. 


If it should be thought that any articles include too much primary 
or elementary matter, readers are asked to realize that the Committee 
hopes these articles will be of especial value to Students-in-Accounts; 
and it is believed that, to impart a thorough understanding, too much 
emphasis cannot be placed on the fundamental principles on which 
the ideas connoted in the term defined are based. 


(Continued from March issue) 

Vouchers and. Vouching: Vouchers are evidence, prefer- 
ably from sources outside the business concerned, of the 
correctness of entries in the books. They should bear evi- 
dence in some form or other of proper authority for the 
transactions and of having been examined and approved. 
“Vouching” is the procedure in auditing of seeing that book 
entries are supported by proper vouchers. These will na- 
turally be documents appropriate to the purpose; for pay- 
ments: receipted bills, endorsed cheques, etc.; for pur- 
chases: invoices inward; for sales: carbon or other copies 
of invoices outward. 

Voucher System: One by which the use of a creditors’ 
ledger is dispensed with, the accounts for payment being 
made up at appropriate times and noted on a “Voucher” 
form which shows distributions to the operating accounts 
involved, and so recorded in the books through a voucher 
register. The payment of the amount completes the trans- 
action. Often the voucher includes a cheque, known as 
a Voucher Cheque, of which a carbon copy is held, thus 
keeping together all documents appertaining to each pay- 
ment. 

The voucher system works well with concerns which can 
make payments promptly. It may become complicated and 
involved when payments become overdue, or where it may 
be necessary to make payments on account. 

W. 

Wages: The periodical compensation paid to employees 
performing manual labour or mechanical work. See “Sal- 
aries.” 

Warranty: In commercial transactions, an expressed 
or implied undertaking by a vendor that the goods sold 
are the vendor’s, and are fit for use or of a specified standard 
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of quality; or that certain skill, care or promptness will be 
exercised in contracts for services. “It is sometimes said 
that a railway company as a common carrier warrants the 
safety of a passenger’s luggage, but does not warrant his 
punctual arrival at his destination in accordance with its 
time tables” (Anson: ‘‘Law of Contract”). A warranty 
differs from a condition, which may be defined as a state- 
ment or promise, the untruth or failure of which discharges 
the contract; the failure of a warranty can only give rise 
to an action for damages sustained. 

Wasting Assets: Those which diminish in value by the 
removal of the natural products for which they were ac- 
quired, e.g., coal or other mines, oil wells, etc. 

Watered Stock, or Watered Capital: Stock issued by a 
company in excess of the actual value of assets acquired 
therefor. 

Will: Directions given in legal form for the disposition 
and distribution of one’s estate after death. 

Winding-up: The term applied to the procedure neces- 
sary when a company ceases business, sells or otherwise 
liquidates its assets, and distributes the proceeds, less ex- 
penses, to creditors and shareholders (if available). See 
Winding-up Act (Dominion). 

Working Capital: See “Position.” 

Working Papers: Schedules, transcripts, exhibits, notes 
and other memoranda prepared and accumulated by an ac- 
countant in the course of an audit or investigation. 

Work in Progress (or in Process): Partly finished pro- 
ducts of a manufacturing company. It is usually included 
as an asset in the balance sheet at the cost of material 
and labour expended, plus a proper proportion of overhead 
expenses. 

Work Order: Written authority for the execution of 
work, with provision to record its performance as to la- 
bour and materials. 

Worth: Value expressed in terms of money. Like the 
term “value” (q.v.), the word is of little significance un- 
less qualified. 

=. 

Yield: As applied to investments, the actual effective 
rate of return as differentiated from the nominal rate; com- 
puted in connection with securities bought at a premium 
or discount. 
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Addenda 


Cheque: An order on a bank signed by one of its cus- 
tomers to pay out funds as directed. Such an order proper- 
ly drawn is a bill of exchange, and may be more definitely 
defined as “An unconditional order in writing addressed 
to a bank, signed by the person giving it, called the drawer, 
requiring the bank to pay on demand a sum certain in 
money to or to the order of a specified person, called the 
payee, or to bearer.” 

Contra; Contra Account: “Contra” means against or 
opposite, and in accounting is used to indicate an offsetting 
item. Thus, in a balance sheet the words “per contra” 
may be noted to an item to indicate there is an offsetting 
item on the other side. A “Contra Account” is a personal 
account which wholly or partially offsets another, both being 
under the same name; e.g., where one person is both a 
customer and creditor, and two accounts are set up, one 
for sales and one for purchases. 

Controlling Accounts: Accounts kept in summary form 
in a general ledger (q.v.), posted from totals of items 
individually posted to subsidiary ledgers; the aggregate 
balances of any subsidiary ledger thus should agree with 
the balance of its appropriate controlling account; e.g., 
debtors, creditors, etc. 

Depreciable: A term which is coming into use in a 
special sense in connection with income tax, referring to 
those assets of a business on which depreciation is allowed 
by the Department of National Revenue. Thus, buildings, 
machinery, etc. are “depreciable” assets, while goodwill or 
investments are not. 

Going Value, or Going Concern Value: A term used in 
the valuation of plants of public utilities, being an addi- 
tional value placed on the plant as a whole over that of 
its component parts; as defined by Justice Moody, of the 
United States Supreme Court, in the Knoxville Water Co. 
case, “This sum we understand to be an expression of the 
added value of the plant as a whole over the sum of the 
values of its component parts, which is attached to it be- 
cause it is in active and successful operation and earning 
a return.” 

Subsidiary Ledger: One which is controlled by an ac- 
count in the General Ledger. See “General Ledger,” “Con- 
trolling Account.” 
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STUDENTS’ DEPARTMENT 


R. G. H. SMAILS, C.A., Editor 


NOTES AND COMMENT 


It is unfortunate that we possess so few statistics with 
regard to the accounts of Canadian public companies and 
in particular that we have no knowledge—apart from that 
furnished by private and somewhat fragmentary studies— 
of the dividend policies of these companies and the extent 
to which in boom periods current profits have been with- 
held from distribution and in depression periods dividend 
distributions have been made out of accumulated surplus. 
For United States corporations (other than tax-exempt 
corporations and life insurance companies) it is estimated 
that in the years 1922 through 1929 some seventeen bil- 
lions of dollars of current earnings were withheld from 
distribution while in the succeeding four years some twenty 
four billions of dollars were paid out in dividends from 
accumulated surplus.' 


These statistics with regard to United States corpora- 
tions are of interest and considerable significance but they 
throw no light on the yet more important questions as to 
the uses to which reserved earnings were put in the early 
years and as to the manner in which liquid resources were 
secured for payment of the dividends in the later years. On 
the one hand it would be valuable to know how much of 
the “savings” were sunk in the acquisition of fixed assets, 
how much employed in the necessary extension of working 
capital and how much was hoarded in the form of cash 
deposits and gilt-edged securities not employed as working 
capital. On the other hand it would be valuable to know 
the amounts in which, over the depression years, the cash 
required for the payment of dividends in excess of current 
earnings was procured by “dis-investment,” that is to say 
by realization upon fixed assets either through sale or 
depreciation, how much by reduced requirements of work- 
ing capital and how much by “dis-hoarding,” that is by 
reduction of cash deposits and investments. For this type 
of information we must presumably wait until some organ- 
ization or department of government tackles the forbidding 





iStatistical Abstract of the United States, 1936, p. 252. 
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but eminently worth-while task of preparing for all public 
companies year by year a composite statement of the 
sources and application of funds. 

2k * * 


The problem of instalment or interim distributions in 
partnership liquidation is so to distribute the available cash 
between the partners that no partner would prove to have 
been overpaid if the assets remaining to be realized should 
prove worthless. It arises only when the ratio in which the 
partners share profits and losses differs from the ratio in 
which they share capital, that is to say when the total 
amounts payable to the partners in liquidation will be in 
proportion neither to profits nor to capitals. Otherwise all 
interim distributions can safely be made in the common 
ratio of profits and capitals. The problem is conventionally 
solved by assuming that each distribution is the final one 
and by calculating the balances on the partners’ accounts 
on this assumption. It can equally well be solved by the 
preparation in advance of a schedule showing the amounts 
which would have to be paid to the several partners in order 
to reduce their capital balances as quickly as possible to 
the profit ratio. Suppose the following is the balance sheet 
of A, B and C, who share profits equally, on the day when 
they have decided to liquidate: 


Balance Sheet of A, B and C 





Sundry Assets ...$220,000 Capitalsk—A ....... $ 50,000 
De sttGees 70,000 


weave os 100,000 





It can be seen that C is the partner whose capital ratio 
is most in excess of his profit ratio, and that B is the next. 
Accordingly C’s capital must first be reduced to equal B’s 
and then the capitals of both C and B must be reduced 
at even rate to equal A’s. The schedule of distribution will 
appear thus: 

The first $30,000 realized — all to C 

The next $40,000 realized — in equal shares to C and B 

All subsequent amounts realized — in equal shares to 
C, B and A. 

If the amounts that proved to be actually available for 
successive interim distributions were $20,000, $40,000, 
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$25,000 and $12,000 they could be allocated by reference 
to this schedule: 


Distribution 
Number Total A B C 
I $20,000 — — $20,000 
II 40,000 10,000 
_— $15,000 15,000 
III 25,000 45,000 5,000 
$5,000 15,000 se000 
IV 12,000 4,000 4,000 4,000 
Totals $97,000 $9,000 $29,000 $59,000 


* * * 


STUDENT ASSOCIATION NOTES 
ONTARIO 
Flight-Lieut. Lawrence Wilton Skey, the first Canadian 
in this war to be awarded the Distinguished Flying Cross, 
is a former student of the Ontario Institute. 


PROBLEMS AND SOLUTIONS 


Solutions presented in this section are prepared by practising 
members of the several provincial Institutes and represent the per- 
sonal views and opinions of those members. They are designed not 
as models for submission to the examiner but rather as such discussion 
and explanation of the problem as will make its study of benefit to the 
student. Discussion of solutions presented is cordially invited. 


PROBLEM I 


THE PROVINCIAL INSTITUTES OF CHARTERED 
ACCOUNTANTS 


FINAL EXAMINATION, 1939 


Accounting II, Question 4 


General Preamble: 

The Peerless Cake Company Limited manufactures and sells a 
special type of electric cake oven which is known as a “Cake Machine” 
and also manufactures various types of cake flour, which are the 
principal ingredients used in the cakes produced by the “Cake Ma- 
chine.” The cake machines, which are substantial articles of machin- 
ery, are produced in three sizes known as A, B and C, and are 
practically all sold to bakers or retail stores; the terms of sale 
under contract invariably call for a cash payment of 25% of 
the selling price, the balance to be paid in five equal annual instal- 
ments, the first of which falls due one year from the date of sale. The 
ownership of the machines does not pass to the purchasers until the 
final payment has been made, but the unpaid balance does not bear 


interest. 
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The company has been in existence since Ist January 1937, and 
has carried on its operations for the period of two years ending 
3lst December 1938. Although the company has shown relatively 
substantial profits, its cash position has become precarious and the 
company’s bankers have notified the company that its line of credit 
for the year 1939, has been set at a maximum of $100,000.00. The 
management of the company realizes that unless certain changes in 
policy are made the company will have to cease operations owing 
to lack of funds inasmuch as it has been found impossible to raise 
money other than by way of bank loans. The management would like 
to pay off the bank loan, if possible, and thereafter carry on its 
operations without the use of borrowed money. 


Question and Requirements: 


It is to be assumed that, acting on your suggestion, the manage 
ment has decided to discontinue the manufacture of machines as soon 
as is practical after 3lst December 1938, until such time as the 
position of the company warrants the resumption of this phase of its 
activities. 


(a) You are required to prepare a statement or statements in 
the nature of a budget for the year ending 3lst December 
1939, to be used as a guide by the management of the com- 
pany. The budget figures should be presented on a quarterly 
basis showing amongst other things the cash position of the 
company as at the close of each quarterly period. 

(b) Set out briefly your opinion as to when it would be advan- 
tageous for the company to resume the manufacture of cake 
machines; your views should be based on the results dis- 
closed by the budgetary control which you have prepared. 

(c) If, in your opinion, there is any basically unsound account- 
ing procedure revealed in the accounts for 1937 and 1938, 
set out briefly your views on the matter, together with the 
nature of the adjustments which you think should be made 
to the accounts as drawn up. 


* * * * 


You are furnished with the accounts of the company for the 
years 1937 and 1938 and certain other information which is set out 
hereunder in condensed form: 


Note:—The matter of lapse of time between 31st December 1938, 
and the date of your examination should be ignored, i.e., 
the assumption must be made that your examination as at 
31st December 1938, has been completed prior to the com- 
mencement of 1939 transactions. 


BALANCE SHEETS 


31st December 
ASSETS 1937 1938 
NE SNE EIEN e356 2s: sino an alo nates se aa $ 36,000.00 $ 500.00 
Accounts receivable: 
SOnee IO os See ote henw ects 276,000.00 325,200.00 
SEO aos ons oa SEG OR a Saw eee 24,000.00 52,350.00 
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Inventories: 

Cake machines 

Machine parts—for 

“* pairs 
Cake flour 


Deferred charges: 


Excess of cost of certain cake machines, 


over the selling price thereof 
Less—Amortization provided to date .. 


Properties: 
Land, buildings, 
equipment 
Less—Reserve for depreciation 


LIABILITIES 


Bank loan 
Trade accounts payable 
Capital stock 
Earned surplus 


assembling and re- 


and machinery and 


6,000.00 


5,000.00 
7,000.00 


$354,000.00 


$ 20,000.00 
4,000.00 


$ 16,000.00 


$250,000.00 
14,000.00 


$236,000.00 
$606,000.00 


55,000.00 
550,000.00 
1,000.00 


$606,000.00 





STATEMENTS OF PROFIT AND LOSS 


Year ending 
31st December, 1937 


40,000.00 


25,000.00 
22,500.00 


$465,550.00 


$ 55,000.00 
15,000.00 


$ 40,000.00 


$250,000.00 
28,000.00 


$222,000.00 
$727,550.00 








$100,000.00 
10,550.00 
550,000.00 
67,000.00 


$727,550.00 


Year ending 
31st December, 1938 





Machines Flour Machines 
EE creek Gebeauseauwese cr $368,000.00 $270,000.00 $139,200.00 
Cost of Sales: 
Materials used .......... $289,000.00 $ 97,500.00 $ 90,200.00 
Factory wages .......... 60,000.00 17,500.00 20,000.00 
Factory overhead ....... 10,000.00 20,000.00 10,000.00 
$359,000.00 $135,000.00 $120,200.00 
CS URE non dacenses $ 9,000.00 $135,000.00 $ 19,000.00 
‘ 
Selling and General Expenses: 
Salesmen’s salaries ...... $ 40,000.00 $ 40,000.00 $ 40,000.00 
Salesmen’s expenses .... 20,000.00 20,000.00 20,000.00 
Office and general expenses 10,000.00 15,000.00 10,000.00 
$ 70,000.00 $ 75,000.00 $ 70,000.00 


Balance of profit or loss....$ 61,000.00 
300 





$ 60,000.00 


$ 51,000.00 


Flour 
$400,000.00 


$129,000.00 
31,000.00 
20,000.00 


$180,000.00 
$220,000.00 


$ 60,000.00 
30,000.00 
15,000.00 


$105,000.00 





$115,000.00 
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Less—Excess of cost of cer- 
tain cake machines over 
selling price thereof, trans- 


ferred to deferred charges.. 35,000.00 


$ 16,000.00 


20,000.00 
$ 41,000.00 Swccosccee 





Add—Provision for amortiza- 





tion of deferred charges .... 4,000.00 —........ po eee rer 
Balance of profit or loss $ 45,000.00 $ 60,000.00 $ 27,000.00 $115,000.00 
Balance of profit—all products ....$15,000.00 $88,000.00 
Less: 
Interest on bank loans ........... Berisaccs $ 8,000.00 
Provision for depreciation ...... 14,000.00 14,000.00 
$14,000.00 $22,000.00 
Net profit for the year ............ $ 1,000.00 $66,000.00 


Information Obtained from the Company’s Records: 
Sales of Machines during 1937: 





Number of Selling 
machines price Cost 
PONE Si sh salecuws eae 100 $ 80,000.00 $100,000.00 
eee rr rene 330 247,500.00 235,000.00 
Pe We GN ote seek 405 40,500.00 24,000.00 
835 $368,000.00 $359,000.00 
Sales of Machines during 1938: 
Number of Selling 
machines price Cost 
LY iS awee ew suleee 70 $ 35,000.00 $ 70,000.00 
Me Acca eauskwas 60 45,000.00 30,000.00 
PENS ba dan eens cies 296 59,200.00 20,200.00 
426 $139,200.00 $120,200.00 


The company had opened contracts to sell, at 31st December 1938, 
60 size A machines, delivery to be made on or before March 31, 1939. 


The inventory of cake machines, at 3lst December 1938, was as 


follows:— 


40 size A machines ....... 


The sales by quarterly periods were as follows:— 


Machine A Machine B 

Number of Number of 

1937 machines machines 
First quarter .. oe ee 
Second quarter .. 5 10 
Third quarter .. 15 70 
Fourth quarter .. 80 250 
100 330 
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Machine C 


Number of 


machines 


25 
300 
50 
30 


405 





$40,000.00 


Flour 
$ 2,000.00 
30,000.00 
78,000.00 
160,000.00 


$270,000.00 
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1938 

First quarter ... 20 5 100 $ 80,000.00 

Second quarter .. 20 5 75 90,000.00 

Third quarter .. 20 45 75 100,000.00 

Fourth quarter .. 10 5 46 130,000.00 
70 60 296 $400,000.00 


Further Information: 


The sales of flour for 1939, on the basis of the number of machines 
in the field and contracted for as at 31st December 1938, are to be 
estimated at an amount of $500,000.00; it is to be assumed that the 
sales of flour for 1939 will be of equal amount in each month and that 
collections will be coincident with the sales (i.e., it is to be assumed 
that the accounts receivable balance remains constant). 


The facts and figures given above should be taken at their face 
value, that is to say, it is not necessary to conceive problems or diffi- 
culties which are not indicated by a careful study of the information 
given—for instance, it is unnecessary to consider such features as bad 
debts, income taxes, etc.; also the expenses should be regarded as fol- 
lowing precisely the relative sales in respect of which such expenses 
are incurred and the ratios of sales values to costs and expenses in 
1938 are assumed to apply during 1939. 


Interest on bank loans for 1939: 


RK SIMI sca Gouteainwaauae cs eis $1,500.00 
PE PEPE Cvs. cyukehicaisas ws sacs 900.00 
REE OT iss aos Gueiae wes eae a ere 750.00 
PVER NEO hn ccceeseucanbs dens’ 150.00 

$3,300.00 


The yearly amount written off in respect of the excess of cost 
over the sale price of certain machines is based on calendar years, 
not by months or by quarterly periods. Thus, one-fifth of the “excess 
costs” on a machine sold in December, 1938, would be absorbed in 
profit and loss for the year ending 31st December 1938. 
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(B) In my opinion the company could commence production of cake 
machines on a moderate scale as at lst January 1940, as there will 
be cash available in an amount of approximately $104,000.00 and with 
the substantial excess of receipts over disbursements anticipated on 
the basis of 1939 results, there should be no difficulty in maintaining 
an adequate cash position. The chief advantage in the production 
of the cake machines is that it increases the sales of cake flour. 


(C) In my opinion the policy of deferring losses on machines without 
deferring the profits which have not been collected, is unsound. It 
would seem reasonable to take into profits only that portion of the 
gross profits on machines which has been collected, the portion of 
gross profit which has not been collected should be treated as “de 
ferred income” and shown as such on the liability side of the balance 
sheet. The adjustment as at 3lst December 1938 would be accom- 
plished by charging the amount as calculated to earned surplus with 
a corresponding credit to “deferred income.” 


THE PEERLESS CAKE COMPANY LIMITED 


WORKING PAPERS RELATIVE TO CASH BUDGET 
FOR THE YEAR ENDING 31st DECEMBER 1939 


CASH RECEIPTS 

Machine accounts receivable: 
First Second Third Fourth 
Quarter Quarter Quarter Quarter 
A. Machines—1937 sales $ — $ 600.00 $ 1,800.00 $ 9,600.00 
1938 sales 1,500.00 1,500.00 1,500.00 750.00 
B. Machines—1937 sales aan 1,125.00 7,875.00 28,125.00 
1938 sales 562.50 562.50 5,062.50 562.50 
C. Machines—1937 sales 375.00 4,500.00 750.00 450.00 
1938 sales 3,000.00 2,250.00 2,250.00 1,380.00 


Total Collections $5,437.50 $10,537.50 $19,237.50 $40,867.50 








Down payments on machines sold in 1939: 
A. Machines—25 per cent of $30,000.00 $7,500.00 


Provision for Amortization of Amount written off 
deferred charges: 1937 1938 19389 
Losses on 1937 sales $20,000.00 $4,000.00 $ 4,000.00 $ 4,000.00 
Losses on 1938 sales 35,000.00 — 7,000.00 7,000.00 
Losses on 1939 sales 30,000.00 = — 6,000.00 


$4,000.00 $11,000.00 $17,000.00 


Amount to be written off each quarter ............ $ 4,250.00 
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THE PEERLESS CAKE COMPANY LIMITED 
MEMORANDUM WORKING PAPERS 
Accounts Receivable— 


Machines Debit Credit 
1937 Sale price of machines ...$368,000.00 
1937 Down payment received $92,000.00 


1938 Sale price of machines ...$139,200.00 
1938 Down payment received .. 34,800.00 
1938 Collections—1937 sales ... 55,200.00 
1939 Sale price of machines ...$ 30,000.00 


1939 Down payment received . 7,500.00 
1939 Collections—1937 sales ... 55,200.00 
1939 Collections—1938 sales ... 20,880.00 


Cost of sales, Machines—1939 


Balance 


$276,000.00 


325,200.00 


271,620.00 


Machines in inventory—3lst December 1938 ....$40,000.00 


Py Ta I) Sense Fee has Seow whan eewewls 20,000.00 
$60,000.00 
AGFARTMODt Of GECEEG COKE ociccisc ciciccscdsccecs $30,000.00 
Net Cost in Pront arid DOs. ....4.6csesiccccsss $30,000.00 
Trial balance—31st December 1939 

$104,530.00 $ 10,550.00 

271,620.00 550,000.00 

52,350.00 67,000.00 

25,000.00 109,450.00 

22,500.00 _ 

85,000.00 32,000.00 

250,000.00 42,000.00 

$811,000.00 $811,000.00 

PROBLEM II 


THE PROVINCIAL INSTITUTES OF CHARTERED 


ACCOUNTANTS 
FINAL EXAMINATION, 1939 


Accounting IV, Question 1 


Prepare a statement of source and application of funds from the 


following comparative figures of X Company Ltd.:— 


30th 
1938 

REA As SEL Si iceitel lc Sisk tlt eaters tyne! asta DEG e wee bras $ 130,000 
No RO aeRO 87,000 
Notes and accounts receivable ................6. 100,000 
Cash surrender value of life insurance policy .... 14,000 
Unexpired insurance and prepaid items .......... 6,000 
MRATROCRUIG BOCUTIUION: 6.o6.6:00.5 66.6 5.05.60.8i0s Esa eases 140,000 
NES See arre eas a Okeroa ee OR a a A AE ae 50,000 
RMN RM NTE RINE RS oo coe Gs re-ers wep SS nhs palS IS NTR Wi Secers alent ecers 600,000 





June 

1939 
$ 125,000 
62,000 
175,000 
15,000 
7,000 
100,000 
1,050,000 
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en nD RINE 5 oss Gabe ase seme aaablew aes 320,000 660,000 
ee NOE IED a oa dee wawa eb ome ea eine 80,000 60,000 
SURI eC oOo ee aie bis oe kb wisa eae 25,000 


$1,527,000 $2,279,000 





















MPP RMEMIEN Soo Ric cea awe chihionieee es touk owner $ 500,000 $ 600,000 
SR eee AE ee ae kG isinto we Sib 5lA ie wk aimee wis es wale 700,000 1,200,000 
Ee NN rire hacen a knoe khanna es ookaune be 160,000 120,000 
BRORETVO TOP GODTOCIATION: «oo. 6.06.0. 55 6.0040 05000 0eece 100,000 200,000 
Surplus (dividend paid 31st December 1938 

PIED: Soucctty os ak oe CaaS cea oahiERnees 67,000 159,000 





$1,527,000 $2,279,000 


Depreciation provided during year ended 30th June 1939— 
$120,000.00. Fully depreciated Trucks costing $20,000.00 were scrapped 
and charged to Reserve for Depreciation. 


Suggested Solution 


STATEMENT OF SOURCE AND APPLICATION OF FUNDS 
OF X COMPANY LIMITED 


For THE YEAR ENDED 30TH JUNE, 1939 


FUNDS PROVIDED: 
From Operations— 








SUNS SUN SUNN, oo Sista Waa awd Salas Serbs $ 92,000 
SURE os Shi ors aig Sioa e Ske db dS dwka SS 50,000 
SPECIMEN RTO VEO 65555550555 eS Sie wees avs 120,000 $262,000 














RMS NINE cic ease oh oS SUG Uk ad Wawewee sande 100,000 
RMN Ac oS eee accicnGaecnsaeak whee ne $500,000 


MEE RINNINE, «a 5 o'5ico sop Wn sine wa owls ape dain wes 25,000 475,000 








$837,000 








Decrease in Working Capital— 


SN Ret ene eras ie eshte ik ie ce derpranavaul $ 5,000 
RS ee eee 25,000 
Marketable Securities ................ 140,000 
Accounts Receivable ................. 75,000 







BoeTerred GRATHOS ........ 6 ccc isccsssssre 1,000 









$ 94,000 
Decrease in Sundry Creditors ........ 40,000 













54,000 





$891,000 


FUNDS APPLIED AS FOLLOWS: 
Increase in Capital Assets— 
Land 


Seen EGR oie wish ais ae CHIE» Siw (ere atalate sient $ 50,000 
PIMEMES 222i oh Sonu oius ccecuss sews anunscu 450,000 


PRE A IOS asic oss ce esas ccwsces 340,000 $840,000 
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1,000 









Increase in cash surrender value of life insurance policy 
PT MEINNE SII 9E-g:Dioias's wale asw ates Simos ‘SATa a Salo albus owe BRE RSS 







$891,000 


DISCUSSION OF PROBLEM SOLUTION 


1939 Final Examination, Accounting III, Question 4 
Toronto, Ontario. 
March, 1940. 









The Editor, 
The Students’ Department. 









Dear Sir: 

In examining the solution of Question 4, Accounting III of the 
1989 Final Examinations, submitted in the March, 1940 issue of “The 
Canadian Chartered Accountant,” I cannot understand the particular 
principle involved in regard to the elimination of inter company sales 
where the merchandise has been re-sold to the public before the date 
of the statement prepared. 

The member who submitted the solution evidently feels that in 
cases where merchandise has been sold at a profit by a subsidiary to 
the parent company and re-sold to the public during the period under 
review, no adjustment affecting sales or cost of sales is necessary in 
the consolidated statement of profit and loss. However, in cases where 
the parent company sells under similar circumstances to a subsidiary, 
an elimination of the amount of such sales (and accordingly the cost 
of sales to the same amount) has been made. 

I cannot recognize any basic difference in these two examples and 
therefore would appreciate an explanation of the reason why an 
adjustment is made in one instance and not the other. In my opinion, 
these transactions are in effect the same as far as the preparation of 
a consolidated statement is concerned, and no elimination is necessary 
in respect to sales or cost of sales where merchandise has been sold 
by one company to another, paid for and re-sold to the public. 

I would appreciate the fact if you would submit this query for 
discussion or explanation. 

Yours very truly, 
(Signed) R. B. MORAN. 
























The practitioner who prepared the solution in question offers the 
following comments upon Mr. Moran’s letter. 

“(a) Purchases and Sales between the Combine and a company 
outside of it call for no adjustments:—see those of January 14th and 
March 28th. 

“(b) Where one company (Howard) has sold to another (Kelling) 
within the combine and that other has re-sold to the outside world, 
all within the one period, the figures, which concern the combine, 
are the cost of the merchandise to the combine, and its selling-price 
to the outside world. Thus, for the transaction, which commenced 
on February 10th, if the selling-price to the outside world was (say) 
$30,000 (this figure is not necessary to the solution), the following 
figures would occur in the trading statement of the two companies 
for this lot of goods:— 
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Howard Kelling 
RS Sh eer a din cai een $28,000 $30,000 
Cost of Goods Sold ............ 22,000 28,000 
$ 6,000 $ 2,000 


The figures which concern the whole combine are Cost of Goods Sold 
$22,000 and Sales $30,000, showing a gross profit of $8,000. The 
figures Cost of Goods Sold $28,000 and Sales $28,000 are inflations, 
because we are viewing things from the standpoint of the whole 
combine. 

“(c) Whenever a sale has taken place between the parent com- 
pany and the subsidiary and the merchandise remains within the 
combine at the close of the same accounting period, the whole transac- 
tion must be eliminated and the goods reduced to cost to the combine.” 
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